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Introduction 


Construction contractors working on most public and on an ever 
increasing number of private construction projects are required 
to provide guarantees to the project's owner. The guarantees a 
contractor makes include: 


* the contractor will sign a contract if one is awarded 


* thecontractor will perform the work required under the 
contract 


* the contractor will pay all the related construction bills 
for the project 


These guarantees can be provided more than once . The typical 
choices include the posting of cash bonds, letters of credit, or 
most commonly by obtaining bid, payment and performance 
bonds from a surety company. In order to obtain bonding from 
a surety for your construction company, the contractor must 
understand how a surety underwriter analyzes a construction 
company to determine if they can write a bond. Aside from 
obtaining bonding for your construction company, you may 
outgrow your current bonding limits imposed by your surety and 
need to request an increase from your surety or perhaps seek a 
new bonding company someday which will require you to un- 
derstand what the surety's evaluation and decision maker's pro- 
cess includes. Our objective is to provide you with an 
understanding of the types of information and form of analysis 
the surety uses in evaluating a contractor so that you will be able 
to present the information in the most favorable manner and be 
prepared to answer the surety's questions regarding your com- 


pany. 


Following these guidelines will not get a poorly managed, finan- 
cially weak construction contractor bonding but it will assist you 
to identify those areas of your company which are weak and 
require improvement thereby not only helping you to get bond- 
ing but improve the overall performance of your company. 
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BONDING CAPACITY 


The Five Step One: 


Ste ps to Understand the Roles of Each Party іп 
н i-i the Surety Process 
Maxi mizin g One of the great misconceptions many contractors have about 
th e surety bonding is that sureties are just insurance companies and . 

5 bonding is another form of insurance like property and casualty 
C 0 nt ra ct ors or liability insurance. Although bonds are normally provided by 
B on d i n g insurance companies, a surety is in fact much more like a credit 
в grantor, similar to a bank, than it is to an insurance company. 
Ca P ac Ity Why is a surety bond different from insurance? There are many 
reasons which you should understand so you can work 
effectively with your surety. Some of the primary differences 

between a surety and an insurance company are: 


* When the surety is called on to step in and complete а 
job, the surety has the right to recover any losses 
incurred in completing the job from the contractor or 
other guarantors on the bonds. In the case of property 
insurance, if your office building burns down, the 
insurance company pays to replace it but does not look 
to you for repayment of their loss; 


* Sureties do not write bonds with the anticipation of 
incurring losses, unlike casualty underwriters who 
anticipate that losses will occur. 


* The contractor’s bond is based on a separate third party 
construction contract. Unlike insurance, the surety 
bond cannot be canceled during the period of the 
contract. Therefore, surety bond rates are not 
determined like most insurance rates. In fact, exactly 
how sureties determine rates is a mystery to most 
professionals in the industry. 
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Because of these basic differences, the surety underwriting 
process involves gathering а great deal of detailed financial and 
non-financial information on the contractor. Based upon this 
information, the surety determines the strength of the Contractor 
and both the total aggregate amount of bonds and size of each 
bond the surety is willing to write. 


What Is a Bond? 

In its simplest form, a bond is simply a guarantee. The surety is 
providing a guarantee to the project owner that a particular 
project will be completed and the bills paid. The surety is not 
guaranteed that you, the contractor, will complete the project but 
just that the project will be completed by someone. There are 
two types of bonds; a performance bond where the surety is 
guaranteeing that the contractor will complete the work under 
the contract and a payment bond where the surety is 
guaranteeing that the contractor will pay his subcontractors, 
suppliers and labor used on the job. The uniqueness of a bond 
stems from this three party agreement amongst the surety, the 
contractor and the owner. In the case of a default under a bond, 
the owner is then relying on the surety's guarantee, not 
necessarily the contractor, to complete the project should it be 
called upon to do so. 


Understanding this relationship between the surety, the owner 
and the contractor is key to successfully obtaining and 
maximizing your bonding line. All surety companies utilize 
independent agents and brokers, also called producers, to 
represent them with potential contractor clients. It is very 
important that you choose an agent who specializes in surety 
bonding and insurance for contractors. Such a 
construction-oriented producer will normally represent several 
surety companies and will be able to assist you in preparing your 
case and submitting it to the surety whose underwriting standard 
you best meet. 


Suretles and Subcontractors 

Sureties do not evaluate general contractors and subcontractors 
in the same manner and as a result of this, at times it is difficult 
for small subcontractors to obtain bonding. In large part, this lack 
of availability is the result of losses suffered by many sureties 
with subcontractors and general contractors and the resultant 
cutback in bonding activities. Typically when sureties curtail 
their activities, the smaller subcontractors are the first ones to be 


+ 
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affected. Many sureties will stop writing bonds for smaller 
subcontractors. Why does this happen? It is simply a result of 
the economics of surety underwriting. The cost of underwriting 
smaller companies, as a percentage of the premium dollar 
received, is substantially higher for a surety and in order to 
reduce risk and underwriting costs, sureties most often set 
stricter minimum financial requirements for smaller 
subcontractors to minimize these costs. 


Although there has been some improvement in the performance 
of the surety industry, as a whole, over the last few years, it may 
not serve to change the situation for subcontractors dramatically. 
What this means is that subcontractors must be especially careful 
to insure they meet and maintain the financial and nonfinancial 
requirements of surety companies. 


For the subcontractor who has not had bonding before, the first 
encounter will often come as a shock and may find it difficult or 
impossible to get bonding. If rejected, there are alternatives 
which should be evaluated before giving up. The surety industry 
has seen more and more companies come into what is commonly 
referred to as the substandard marketplace. These surety 
companies specialize in writing bonds for smaller contractors. 
Additionally, since 1968, SBA has been issuing guarantees to 
surety companies and recently implemented a new direct 
underwriting SBA guaranteed bond program for small 
contractors. If you, as a subcontractor, are trying to get that first 
bond, you should inquire of your agent as to the options 
available to you to insure you maximize your operations to get 
that needed bond. 
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Step Two: | 
Preparing the Package of 


Non-financial Information for Your Surety 

Even among contractors who have developed and maintained 
strong surety programs for years, there is a common misbelief 
that sureties don't evaluate contractors on any other basis other 
than their financial strength. There is a major misconception 
regarding the surety underwriting process which, if you follow, 
could mean the difference between getting bonding or not. 
Financial strength is important when it comes to the payment 
portion of your bond but the performance aspect is just as 
important. This will be analyzed thoroughly during the 
underwriting process because your ability to manage your 
company and its work are just as important as how much your 
company is worth. 


АП sureties analyze contractors using the three *C's" of bonding, 
which are: 


Credit Worthiness of the Contractor 
Capability of the Contractor 
Character of the Contractor 


To insure your company is properly presented to the surety, it is 
your responsibility to provide your surety agent with all the 
information the surety will need to assess each of the three C's. 
Your company's financial statements, supplemental information 
and the personal financial statements of the owners generally tell 
the surety the state of your company's financial health which will 
be thoroughly analyzed. The surety is also concerned with your 
capability to perform the work. They will ask such questions as: 
Have you ever performed construction projects of the type and 
size anticipated to be bonded? Do you have experienced 
personnel in your organization required to supervise and 
perform the work? Is this more work than you can manage 
effectively with your company's existing resources? 


How does the surety evaluate your capability and character and 
what do you need to do? The surety evaluates these intangibles 
by reviewing the package you put together to convince the 
underwriter your company has the prerequisite abilities required 
to complete the work program requested. 
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The package of information you provide to the surety should be 
separated into identifiable sections which address and enhance 
the 3 C's clearly. The capability section can best be addressed by 
preparing a thorough business plan. 


What each surety will look for and how they will evaluate you 
will be different. They will focus on both your individual 
experience, your company's and your key employees' 
experience to determine your capability to perform the work 
program you have outlined. The surety will also evaluate your 
company's operations including estimating, administration and 
project management in order to access your ability along with 
your technical expertise and then come to a final determination 
as to your capability for the work. 


The specific information the surety will ask for in order to 
evaluate your capability will typically include the following: 


1. A description of tbe business—Company history 
including when the business was started, when the present 
management assumed control, largest amount of 
uncompleted work on hand in the past, size of your largest 
individual job, and when it was completed. 


2. The structure of your business—Company organ- 
izational chart including job descriptions and resumes of 
your key personnel. Information regarding corporate officers 
and key personnel including age, principal duties, education, 
experience, specific types of work, largest jobs, position held 
in your company all with previous employers. 


3, Competitive position of your firm—Strategic and 
marketing plans for your company which address the 
strengths and weaknesses of operations, who your 
competitors are, your market position and your financial 
forecasts for the next three years. 


4, Continuity Plans—A plan which outlines how your 
business will continue to operate in the event of your death 
or another key employee including stockholder agreements, 
buy-sell agreements, insurance coverages and employment 
agreements with key personnel. 


5. Management Systems—A description of your management 
information and project control systems, internal and 
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management controls in place to provide information to the 
management of your company. 


6. Previous Work History—A history of your major contracts 
completed under present management, problems 
encountered, improvements made as a result of those 
problems and an overall assessment of the jobs including 
owner's name and address for verification. 


7. Otber Information which will usually be requested by the 
surety to give them a complete picture of your current 
situation and future plans will include such items as: 


/ 


/ 


(45% 4 4 S 


Bonding limits requested—single job size limits and the 
total program 


Type of work performed (fixed price, T&M, cost plus, 
negotiated, service) 


Percentage public vs. private work 

Geographical area served and any expansion plans 
Percentage work subcontracted 

Percentage subcontractors normally bonded 
Equipment needs 

Union vs. Non-Union 


List of subsidiaries, joint ventures including the type of 
business and your relationship 


Your current insurance program including carriers and 
coverages 


A description of any outside business involvements of the 
officers or key personnel such as real estate development 
or other related businesses. 


All of this information should clearly present the positive aspects 
of your business and its capabilities to manage the work program 
planned. 


p ——Ó——————— ——ÓSse- A Еа аттанат 
6 


Making a presentation to your surety which demonstrates your 
sound character will not be as easy as demonstrating capacity 
and capability to them. Many contractors do not understand why 
a surety would be concerned with their character, but this is often 
just as important to the surety as your company's financial health. 
To put it simply, sureties do not want problems and if your 
company has a reputation for not paying subcontractors and 
suppliers, getting into disputes with owners or just has a general 
lack of respect within the industry, they most likely will shy away 
from you because you will more than likely become a problem 
for the surety someday. In order to complete this aspect of their 
analysis, the surety will rely on a myriad of different 
non-financial information and most sureties have a standard 
checklist which includes questions which will give them the 
answers they need. By providing them with all the information 
in advance of them asking you will enhance your relationship 
with your surety and improve your chances for establishing a 
good working relationship with the surety. We have included an 
example of a typical surety questionnaire in Appendix 5 to 
illustrate the types of information you will be asked for in 
addition to the list below: 


1. Professional Advisors—4A list of your professional 
advisors including your CPA and attorney, other consultants 
your company utilizes including their qualifications. 


2. Credit Refereuces—Your bank reference, line of credit 
information and supplier and subcontractor references. 


3. Job References—References from architects, engineers and 
owners on major jobs which you have completed 
successfully. 


4. Litigation History—A complete history of current and 
prior litigation, the outcome of each and your legal counsel. 


Make sure the information you gather and present to the surety 
on your capability and character provides a clear picture of your 
company and your jobs. If you have encountered problems in 
the past, address them up front by explaining the situation, how 
it was handled and the outcome. An omission of this type of 
information will do far greater damage than an admission up 
front. You should also take extra care to insure that all the 
information presented is current and accurate, as providing 
inaccurate information to the surety will only serve to raise 
doubts about the information presented and your capabilities. 


Step Three: 

Demonstrating Financial Capacity to Your Surety 
through a Good Financial Presentation 

Another “С,” capital, is evaluated based on the package of 
financial information you present the surety. Your financial 
statements and other financial information play a significant role 
in determining your bonding line. Most savvy sureties can tell the 
quality of your statements from a cursory review. You, as the 
contractor, need to understand what the surety is looking for so 
you can anticipate their questions and be prepared with honest 
answers. It is essential that you find a certified public accounting 
firm which specializes in the construction industry. Your surety 
agent will know of such accounting firms in your area and can 
provide you with a list. 


The Contractor's Financial Statement 

À construction contractor's statement is difficult for the average 
reader of financial statements to understand. The Balance Sheet 
contains accounts unique to the contracting industry, revenues 
are calculated using the percentage of completion method which 
is primarily based on estimates and the footnotes to the 
statements include disclosures foreign to the retail, service or 
manufacturing industries. 


We will examine these special components one by one to make 
sure you understand their importance and that your statements 
are properly prepared, but first you should know what the basic 
financial information the surety will be looking for: 


* audited or reviewed financial statements for the past 
five years which include income statement, balance 
sheet and statement of cash flows, complete footnotes 
disclosures and supplementary financial information 
including work-in-process schedule, completed 
contracts schedule, schedule of general and 
administrative expenses and direct and indirect costs. 


* an aged schedule of accounts receivable 
* Fixed asset and equipment lists 
е Aged accounts payable 


* Personal financial statements on the owners of the 
business at the same date of the most recent year end 
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* The past three years income tax returns for the business 
and its owners 


* Current year interim financial statements prepared 
internally by the company including work-in-process 
schedules and work backlog 


* Current financial budgets and forecasts for the next 
year. 


The Contractor’s Balance Sheet 

The Balance Sheet is the basis on which the surety will access 
your working capital and the financial strengths of your company 
so it is important to understand its various components and 
characteristics peculiar to a contractor. On the Balance Sheet 
contractors should include accounts receivable-retention and 
accounts payable-retention as current assets and current 
liabilities, respectively. Generally, current assets are defined as 
those assets expected to be converted to cash within the normal 
operating cycle (one year), and current liabilities are those 
liabilities which are expected to require the outflow of cash 
within the normal operating cycle. The construction contracting 
industry is somewhat different and has developed the practice 
of showing retentions receivable and payable as current assets 
and liabilities, respectively, even though they may not be 
collected until the end of the contract, which may not be within 
one year. Many contractors also include unbilled accounts 
receivable as current assets on the Balance Sheet. It is important 
that the components of your receivables and payables (current 
vs. retention vs. amounts due from affiliated companies) be 
disclosed on the face of the Balance Sheet or in the footnotes to 
the financial statements. 


Contractors who include work in process, deferred construction 
costs and inventories of parts and supplies as current assets on 
their balance sheet should also be aware that the surety treats 
each of these items differently. Therefore listing each separately 
is important. | 


One of the most important components of а contractors balance 
sheet are over and underbillings. Underbillings or Costs and. 
Estimated Earnings in Excess of Related Billings on Incomplete 
Contracts will be reflected as an asset and overbillings or Billings 
in Excess of Costs and Estimated Earnings on Incomplete 
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contracts will be reflected as a liability. Each of these must be 
disclosed separately at their gross values, not shown net on the 
face ofthe statement. These two accounts, their components and 
the underlying contracts are scrutinized closely by a surety, so it 
is important to understand them. Let's review how these items 
are calculated given the following assumptions: 


ASSUMPTIONS 

Contract A Contract B 
Total Contract Amount $1,000,000 $1,250,000 
Total Estimated Contract Cost 900,000 1,000,000 
Total Estimated Profit 100,000 250,000 
Cost Incurred To Date 500,000 900,000 
Billings To Date 450,000 1,250,000 
Step 1. Calculate the percentage complete: 


Cost incurred to date 
Total estimated contract cost 


Contract А 500,000 + 900,000 = 55.596 
Contract B 900,000 + 1,000,000 = 90% 


Step 2. Calculate the earned revenue: 
Percentage complete x Total contract value 


Contract A 55.5% x 1,000,000 = $555,000 
Contract В 90% x 1,250,000 = $1,125,000 


Step 3. Compute your over/underbillings: 


Billings to date - Earned Revenue 


Contract А $450,000 - 555,000 = $(105,000) underbilled 
Contract В $1,250,000 - 1,125,000 = $125,000 overbilled 


In this example, Contract A is an underbilled asset of $105,000 
and Contract B is an overbilled liability of $125,000. The total is 
a net overbilling of $20,000 but each asset and liability will be 
reflected separately on the financial statements. 
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Provisions for Unanticipated Losses 

In the year it becomes known that a contract will ultimately show 
a loss, it is required that the entire loss be recognized in that year, 
regardless of the calculated percent complete. Another example 
will help to illustrate: 


Total Contract Value $1,000,000 
Total Estimated Contract Costs 1,250,000 
Estimated Profit (Loss) (250,000) 
Costs Incurred to Date 800,000 
Billings to Date 900,000 


Our calculated percent complete is 64% ($800,000/$1,250,000), our 
earned revenue is 640,000 (6496 x $1,000,000). Our earned loss 
using the percentage of completion computation would be 
$160,000 ($640,000-800,000). Since the contractor is required to 
recognize the entire anticipated loss of $250,000 ($1,000,000 - 
1,250,000), you would record a liability for the unearned portion 
of the loss for $90,000 (250,000 - 160,000. We now have 
recognized 10096 of the loss although the contract is only 6496 
complete. 


The assets and liabilities we have discussed are all derived from 
the percentage of completion method of revenue recognition 
which is the most accepted method of construction accounting. 
Contractors who use other methods such as the accrual or cash 
or completed contracts method for reporting their financial 
statements will generally have problems with their surety from 
the start because these methods of accounting make it very 
difficult for the surety to accurately assess your true financial 
condition. 


Income Statement 

Your Income Statement tells the surety how well your business 
is performing currently. The surety will assess each component 
of the income separately so it is important that the presentation 
be in a form which provides the surety with the information they 
need to do a complete analysis. On initial observation, the 
contractor's Income Statement looks very straightforward but it 
is the underlying components which concern the surety. A 
contractor's Income Statement generally reflects the following 
components: 
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Contract Revenue $9,000,000 


Contract Cost (8,000,000) 
Gross Profit 1,000,000 
General & Administrative Expenses 770,000 
Income from Operations 230,000 
Other Income (Expenses) 60,000 
Income Before Income Taxes 290,000 
Provision for Income Taxes (121,000) 
Net Income $ 169,000 


The surety will be looking for additional information as it relates 
to the income statement which should be included as part of the 
footnotes or in supplementary schedules to your financial 
statements. This information includes such items as: 


* The method of contract accounting and revenue 
recognition. 


* Detail schedule, by contract, of contract revenue and 
contract costs for all jobs (both complete and in 
process). 


* A definition of contract costs. (Does contract cost 
include overhead, indirect costs, owned equipment 
costs, labor, payroll, burden?) 


* The components of general and administrative costs to 
determine the fixed, variable and discretionary costs. 


* The components of other income and expense (if 
material). 


* Reconciliation of the income tax provision to statutory 
income tax rates (Why isn't our tax provision 3496 of 
$290,000 or $98,600?) 


Footnotes to the Financial Statements 

The footnotes to the financial statement provide the surety with 
some rather important information about the contractor. The 
basic footnotes generally found in all financial statements 
include: 


V Organization—description of the company and its purpose 


v Accounting Methods and Policies 


V Components of Property, Plant and Equipment including 
depreciation methods 


Long and Short Term Debt Disclosures 
Related Party Transactions 


Employee Benefit Plans 
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Income Tax Calculations and Reconciliations (for both 
current and deferred taxes) 


М Commitment and Contingencies and Subsequent Events 


We recommended that a contractor include specific additional 
information based upon industry practice and the needs of the 
surety which will provide them with a better understanding of 
your company's financial situation and most importantly give the 
surety confidence in your company. 


In the accounting methods and policies footnotes, you should 
disclose the different accounting methods used for different 
types of contracts (unit price, construction management, fixed 
price, etc.) and also disclose the method of accounting used for 
income tax reporting purposes. The recent changes in the tax 
laws still provide various methods of tax accounting for 
contracts. And since many of these are specific to one or a group 
of contracts, many hybrid methods exist. As we will discuss later, 
sureties compare your company to industry averages and if they 
do not understand your tax accounting method, they will, 
unknowingly be comparing dissimilar companies. 


A contractor should disclose the components of Contract 
Receivables. Although the surety will request an aging of 
receivables, we do not think this schedule belongs in the 
financial statement footnotes. We suggest disclosing the total 
current and retention accounts receivable due from public and 
quasi-public entities separately from those due from private 
contracts. In addition, if any receivable is due from the settlement 
of a claim, this should be reflected separately. 


A word about claims, generally no amount can be included in 
contract value, contract revenue or account receivable for 
pending change orders or claims. If, based upon prior history 
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with an owner, you generally collect an amount at least equal to 
the actual costs incurred for the change order or claim, you may 
be able to argue for inclusion of the amount as contract revenue. 
Although under this scenario you would not be recognizing any 
profit on the change order or claim, you would at least be 
covering your costs. In the period in which the change order or 
claim is settled, you would then recognize the profit, if any. 


Your financial statement footnotes should also include a Contract 
Billing Status. This disclosure reconciles your revenue and profits 
on the contract schedule to the overbillings and underbillings on 
your financial statement. A sample disclosure, using our 
contracts on page 10 would be as follows: 


Costs incurred on incomplete contracts $1,400,000 


Estimated gross profit earned to date 280,000 
1,680,000 
Less: Billings to date (1,700,000) 
Excess of billings over cost and 
revenues earned to date $ (20,000) 


Reflected in the accompanying Balance Sheet under the 
following captions: 


Costs and estimated earnings in excess of 
billings on incomplete contracts ($125,000) 


Billings in excess of costs and estimated 


earnings on incomplete contracts 105,000 
Net underbilling $ (20,000) 


Joint Ventures are becoming more prevalent in the construction 
industry as a way to share risk. If you engage in any joint 
ventures, they should be properly accounted for and disclosed 
in your financial statements. Proper disclosure could include 
condensed joint venture financial statements as part of the 
footnotes to your financial statements. 


Loans to officers and/or affiliates are not looked upon favorably 
by sureties. If you do have any of these loans receivable, they 
should be evidenced by a note bearing interest at a market rate 
with scheduled periodic payments. A future payment schedule 
should also be discussed. 
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Lines of credit are important to the surety. They want to know 
that there is a source of working capital available to meet short 
term cash flow needs. Therefore, if you have a line of credit, even 
though you do not use it, it should be disclosed. 


One of the most important footnotes to a contractor's financial 
statement is his backlog. This footnote is included under 
commitments and contingencies. It should include a 
reconciliation of the backlog from one year to the next and 
contracts awarded subsequent to the year end. The following is 
an example: 


Reconciliation of backlog of signed contracts on hand at 
December 31, 19XX: 


Balance, January 1, 19XX $14,800,000 
New contracts, change orders and 
other adjustments 6,975,000 
Total 21,775,000 
Contract revenue earned (12,900,000) 
Balance December 31, 19XX $ 8,875,000 


In addition, subsequent to December 31, 19XX, but prior to the 
date of the financial statements, the Company was awarded 
contracts of approximately $3,000,000. 


In addition, be sure to disclose under commitments and 
contingencies the status of material matters in litigation and 
arbitration. 


Supplemental Financial Information 

Providing your surety selected supplemental information will 
reduce later requests for additional information. The 
supplemental financial information included as part of your 
financial statement should include: 


* A schedule of contracts completed during the period 
which includes the final contract revenue, total contract 
cost incurred and final gross profit (loss). These 
amounts should also be separated into amounts 
recognized in prior periods and the current period. 
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* Schedule of contracts in process should provide the 
following for each job in process as of the financial 
statement date: 


1. Type of contract and location 
2. Budgeted contract revenue, cost and gross profit 


3. Percent complete 


4. Contract revenue earned, costs incurred and profit (loss) 
recognized and billings to date 


5. The status of over/underbillings 


6. Contract revenue, costs and gross profit (loss) earned in 
the current period 


* Schedules of detail components of direct costs, indirect 
costs and general and administrative expenses. 


The Surety's Analysis 

The surety will analyze and adjust your financial statements to 
determine your financial strength. Sureties will compute the 
amount of bonding limits for a contractor on the basis of the 
contractor's net worth and working capital. Working capital is 
calculated by subtracting the contractor's current liabilities from 
the current assets and is generally the best measure of a 
contractor's liquid resources available to operate the company. 
Since the surety uses working capital as a measure of liquidity 
for purposes of computing your bonding limits, they will 
carefully review the classification of assets and liabilities on your 
Balance Sheet and in many cases reclassify some of them 
according to their own underwriting requirements. The surety 
may even eliminate assets from your balance sheet if they judge 
them unacceptable which will in turn affect the net worth of your 
company. 


The types of adjustments made to a contractor's working capital 
and net worth are described below. If you have significant 
amounts included in these categories, it could have a significant 
negative impact on your ability to get or keep your bonding. 


* Temporary cash investments and marketable securities 
—if the surety is unsure as to a particular investment's 


liquidity, they may reclassify а portion as а non current | 
asset. 


Accounts Receivable—if your receivables are older than 
120 days old or you have amounts due from affiliates, 
they will be reclassified as noncurrent assets. 


Officer and affiliate loans receivable are generally 
disallowed as a current assets or substantially 
discounted by the surety unless periodic payments of 
principal and interest have historically been received. 
The surety may also ask for financial information 
regarding the officer or affiliate in order to determine 
the collectibility of the loan. 


Work in process capitalized on the Balance Sheet 
including costs on contracts not yet at a sufficient stage 
of completion to reasonably determine ultimate 
realizable profit will generally be allowed as current 
assets if you properly disclose them. If the surety is 
unsure of the exact nature of what these amounts 
include, they may reclassify the balance as non-current. 


Deferred construction costs capitalized on your Balance 
Sheet such as materials which have not been assigned 
to a specific contract may be discounted by 5096 or more 
by the surety. You should review amounts included in 
these class functions to insure the correctness in 
presentation in your statement and include sufficient 
disclosure in the footnotes to allow the surety to analyze 
what is included in the amount. 


Inventories of parts and supplies will generally be 
reclassified out of current to noncurrent assets because 
of the uncertainty as to their cash value if they were to 
be offered for sale by the contractor. 


Prepaid expenses are generally discounted and a 
portion taken out of current assets because the surety 
contends that items such as prepaid insurance, if 
refunded, would be refunded at a substantial discount 
and other prepaid items such as prepaid personal 
property taxes would not be refunded at all. Your 
insurance anniversary date should be the same as your 
year end to eliminate any prepaid insurance on your 
year end balance sheet. 
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* Long term debt should be carefully analyzed to 
determine that those amounts due within one year are 
classified as current liabilities. 


* Deferred taxes—How each surety approaches deferred 
taxes varies widely. Some sureties include 100% of all 
deferred taxes as a current liability, others include 50%, 
and still others use the classifications provided by the 
CPA on the financial statement. The surety which 
includes 100% may or may not give you a higher 
multiple of working capital when calculating your bond 
limit. In all cases, make sure you provide reasonable 
calculations in your financial statements and complete 
disclosure to the surety can determine the underlying 
deferred income which generated your deferred tax 
liability. 


The S Corp and the Surety 

Sureties have always had difficulty with the financial analysis of 
contractors who have elected to be taxed S-Corporations. Adding 
to this difficulty is the concern of the surety over the withdrawal 
of large amounts of cash through distributions to shareholders. 


The primary problem is that as an S-corp the liability for current 
and deferred income taxes drop out of sight from the contractor’s 
balance sheet. These liabilities are now assumed by the 
individual shareholders and in most all cases, corporate funds 
are withdrawn to pay the taxes. Providing additional information 
not normally required in your financial statements will allow the 
surety to analyze your true tax situation thus preventing the 
surety from taking an overly conservative analysis of your tax 
situation. A sample footnote disclosure, which you should 
include in your financial statements to minimize any negative 
adjustments by the surety, has been included in Appendix 4. 


Contract Analysis by the Surety 

A major portion ofall surety underwriting will go into the analysis 
of both your completed contracts and contracts in process. The 
surety will try to determine if the overbillings, underbillings and 
earned profits on the contracts are reasonable and how accurate 
your original estimates are. Trend analysis and industry averages 
are used by most sureties to assess the reasonableness of the 
contractor's revenue and expenses. The surety will review the 
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job schedules for the last three to five years to see if estimates of: 
revenue and cost are consistently accurate. Specifically, they are 
looking for profit fade. Profit fade occurs when the estimated 
profit on a job diminishes with the passage of time. Sureties 
would rather see that you were conservative in the early years of 
a contract and showed an increase in the job profit in the final 
year of the contract rather than a consistent trend of deteriorating 
profits. Your surety may analyze the profit trends based upon 
type of work (residential vs. commercial), type of contract (unit 
price vs. cost plus), project manager or original estimator. Based 
upon these trends, the surety will completely recalculate your 
work in process schedule which in turn affects your income 
statement (gross profit) and balance sheet (over/underbillings).. 
These adjusted numbers will then be used to calculate your 
adjusted working capital and adjusted net worth. 


One other number calculated by the surety is job borrow. This is 
essentially the amount borrowed from the owner as a result of 
overbillings. An example may clarify the concept: 


Total contract value $ 1,500,000 
Total estimated contract cost 1,000,000 

Total estimated profit $ — 500,000 
Cost incurred to date $ 500,000 
Billings to date 1,350,000 


Based on these assumptions, job borrow is calculated as follows: 


Step 1. Calculate overbillings: 
Earned revenue $ 750,000 (50% x 1,500,000) 
Less: billings to date 1,350,000 
Overbillings $ — 600,000 
Step 2. Job borrow is the overbillings less the total 


estimated profit: 


$600,000 - 500,000 - $100,000 
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The surety will look to see if this amount has been collected, if 
50, they will want to see cash on your balance sheet in excess of 
the aggregate job borrow on all jobs. They are looking to be sure 
the money borrowed from the owner has not been spent. The 
owner will ultimately need to be repaid (overbillings and 
underbillings end up equal to zero) by the end of a job. 


Key Financial Ratios 

Sureties are major users of industry statistics and generally 
understand the range of ratios which indicate solid financial 
health and those which indicate trouble for the contractor. You 
should compute your financial ratios to see how you measure up 
before you give your statements to the surety. Depending on the 
specific contractor, specialty, size and type of work they will look 
for financial ratios in the following generally ranges: 
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COMMON FINANCIAL RATIOS AND PERFORMANCE MEASURES 


Ratios and Measures 


Liquidity Measures: 
Number of Days Cash 


Accounts Receivable Turnover 


Accounts Payable Turnover 


Current Ratio 


Net Worth Measures: 
Debt to Net Worth 


Fixed Assets to Net Worth 


Revenue to Working Capital 


Sales to Net Worth 


Profltability Measures: 


Gross Profit to Sales 
Overhead to Sales 


Overhead to Net Worth 


Net Profit Before Taxes to Sales 


Return on Equity 


Calculation 


Cash + Equivalent x 360 
Annual Revenue 


Accounts Receivable x 360 


Revenue 


Accounts Payable x 360 
Cost of Earned Revenue 


Current Assets 
Current Liabilities 


Total Debt 
Net Worth 


Fixed Assets 
Net Worth 


Revenue 


Current Assets - Current Liabilities 


Annual Revenue 
Net Worth 


Gross Profit 
Annual Revenue 


General & Admin. Expense 


Annual Revenue 


General & Admin. Expense 


Net Worth 


Net Profit Before Taxes 
Annual Revenue 


Net Profit Before Taxes 
Net Worth of Prior Year 


Surety Comfort Range 


7 Days or More 
70 Days or Less 
50 Days or Less 


Greater Than 1.2 Times 


Less than 3 times 
5096 of Net Worth or Less 
Less than 3 times 


Less than 20 times 


896 or Greater 
1096 or Less 
8096 or Less 
296 or Greater 


1596 or Greater 


1991 
SMACNA 
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Averages 


9.6 days 
63 days 
75 days 


1.65 times 


1.57 times 
3590 
9 times 


7.45 times 


19% 
15.8% 
118% 
3.55% 


26.5% 
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Calculating Your Bonding Capacity 

Adjusted working capital is probably the most important criteria 
in calculating your bonding capacity. Working capital, as 
previously defined, is current assets less current liabilities (as 
adjusted by the surety). Generally, your bonding capacity limits 
can be anywhere from 5 to 20 times your adjusted working 
capital. 


Generally your adjusted net worth should be 796 to 1096 of work 
on hand to be considered acceptable and when you compute the 
bonding limits using adjusted working capital and adjusted net 
worth, you should have the same number. 


Once you have analyzed your financial position as a surety 
would, you must be prepared to present your case to the surety 
and to answer any questions their analysis brings to light. For 
example: Why do your job profits trend downward from original 
bid to completion? Why is your overhead growing at a rate 
greater than the increase in volume? What are the future plans 
to maintain profitability? Who are the keysto your success? How 
do you see your Company weathering future economic 
slowdowns? 
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Step Four: 
Selecting the Right Surety and 


Agent To Represent You 

We said in Step 1 that surety companies utilize independent 
agents їо represent them with contractor clients. Not every surety 
company or agent is right for every contractor. Just as there are 
many different types of contractors, there are different types of 
surety companies and agents in the marketplace today. 


Contractors should do some homework to find the right surety. 
Following are some factors you should consider when evaluating 
a surety company and interviewing an agent to represent your 
company. 


* How many contractor accounts does the surety agent 
serve? And what size and type of contractors does the 
agency handle? Not all surety companies and agents 
handle all size accounts. The better the surety agent 
understands your type of business, the better your 
relationship will be. 


* What are the surety's financial criteria? Will your 
company meet its financial standards? The agent should 
be able to match your company with the surety 
company that best fits your situation. 


* Doesthe company require audited financial statements 
or will it allow a reviewed statement? If you can get by 
with a reviewed statement, you can save money. Also, 
some sureties require interim financial statements. Find 
out what statements the surety expects before you sign 
up. 


* What rates does the Company charge? Not all bonding 
companies charge the same rates. Also, they don't 
always charge the same rates for all size bonds. Rates 
can vary from 0.2596 up to 396 of the contract amount. 
Get rate quotes from several companies before you 
make any final decisions. 


* Is the surety office nearby? It is easier to develop апа 
maintain a good relationship with a surety who is close 
by. Can it react to your needs and make major decisions 
on short notice? 
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* Is your agent a member of the National Association of 
Surety Bond Producers? Membership in this 
organization indicates that the agent is already handling 
a number of construction accounts and will be 
experienced in servicing construction contracts. 


* Is the bonding company on the approved Treasury list 
for bonding federal government work? If you plan to 
bid federal government jobs, this factor is important. 


Be sure to find out the financial condition of the bonding 
company you are considering. Otherwise, you may become 
involved with a surety that may go out of business or be restricted 
in the size of bonds it can write. Almost all insurance companies 
are rated as to their financial stability by A.M. Best. Be sure to 
check that rating before you make any final decision. 


If you use an agent who has good relationships with many surety 
companies and who has a wide range of experience, you will 
have a better chance of getting the service your company needs. 


Step Five: 

Making the Presentation 

You have done your homework. You have compiled and 
provided the necessary information to your agent, you have 
analyzed your financial statement as your surety has and know 
what issues you have and what you are looking for. You are now 
ready to make your presentation in person. 


The two C's, character and capacity of a contractor, are based on 
subjective evaluations by the surety. Therefore, your agent may 
want to accompany you in presenting your case to the surety 
underwriter. The personal interview with a surety is important. 
Be prepared. Bring with you the information you may need to 
answer the underwriter's questions. Take along another key 
person in your organization if you feel they can add to the 
discussion or bring your CPA if you feel he can be of assistance. 
At the very least, let your CPA brief you or quiz you in preparation 
for your meeting. 


During the meeting be direct and honest. If you have bad news 


to convey do so in a straightforward manner. If you do not know 
the answer to a question, tell them you will follow up and call 
them back. 


Although the surety may not admit it, the feeling they get about 
the key personnel at a Company can make the difference 
between accepting or rejecting a request. They are looking to 
develop a solid long-term relationship and the first impression is 
extremely important. Don't forget that the underwriting cost may 
take a major portion of every dollar the surety earns, so the easier 
you make the underwriting process for the surety, the more they 
will want to write your business. 
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Conclusion 


The Role of a 
Qualified CPA 


Getting new bonding, increasing your bonding lines or even 
keeping your bonding requires the contractor to develop and 
maintain a continuous stream of information to the surety. 
Following the steps outlined in this manual will only result in 
more bonding if done completely and the communication to the 
surety is reliable. Understanding why the surety needs these 
types of information and the type of analysis performed by the 
surety will increase your ability to develop and communicate 
information needed by the surety. 


The surety relies heavily on the financial information provided 
by the Company and their Certified Public Accountant. Your 
surety agent is generally familiar with the public accounting firms 
in your region and knows which ones specialize in construction 
contractors. Since construction contract accounting is unique 
and your bonding capacity will be based upon the financial 
statements presented, you should be sure your CPA is qualified 
and capable of representing you. 


Other areas in which a qualified CPA can assist you are in 
preparing and updating your business plan, preparing you for 
your meetings with the surety and providing information and 
ideas to increase your bonding line. He may also function as a 
whistle blower when something may not be in the best interest 
of the Company. 


APPENDIXES 


APPENDIX 1 Techniques To Maximize Your Bonding Lines 

As we previously discussed, bonding companies typically make 
a variety of adjustments to a Contractors’ financial statement 
when computing bonding limits. Understanding and anticipating 
these adjustments can be used to your advantage. The following 
are some simple but effective techniques to increase your 
“adjusted” net worth and “adjusted” working capital and improve 
the overall appearance of your financial presentation especially 
when getting ready for your annual financial statement. 


How To Increase Current Assets To Increase Working 
Capital: 


V Makesure your financial statements are in full conformity 
with the current financial reporting requirements for 
contractors as illustrated in Sample Contractor Inc. 


м Liquidity is important to sureties, therefore high cash 
balances are critical. Consider holding payables for the 
last two weeks of the year and make payments on the 
first day of the next year rather than before your current 
year to increase cash on your balance sheet. 


wv Decrease prepaid expenses such as taxes, insurance, etc. by 
adjusting the coverage dates or payment dates to correspond 
with your year end or net prepaids with liabilities. 


4 Reduce inventories by converting them to contract 
billings if possible (or underbilled receivables). To the 
extent you do reflect inventory on your balance sheet, 
always include a footnote fully explaining its content, 
marketability and how it was valued. 


X Repay officer or affiliate loans receivable before the end 
ofthe year even if you have to borrow the money outside 
of the company. If you have accrued a bonus to the same 
officers who owe money, make sure they are offset 
against the loans and not shown as accrued liabilities. If 
you have other receivables (nontrade), make sure you 
fully explain them in a footnote. 


4 Keep unproductive real estate off the balance sheet 
including leasehold improvements. 


29 


4 Convert underbillings on contracts to unbilled accounts 
receivable wherever possible. 


X Collect your accounts receivable to increase your cash 
position. Put in extra effort the last three work weeks of 
the year to get your receivables collected and in the bank 
by the last day of your fiscal year. 


# Minimize your underbillings as much as possible by 
overbilling contract at year end and making sure you get 
your requisitions out before year end. Underbillings are 
not viewed much more unfavorably than overbillings. 


V Cash surrender value on life insurance policies are 
generally included as current assets by the surety even 
though they are not reflected as such on your balance 
sheet. Check with your surety to make sure they classify 
cash surrender values as such, if not, borrow the cash 
surrender value out and net the loan. 


/ Do пої make loans or advances to employees. 


V Subchapter S withdrawals which are needed for tax 
payments or other owner needs should be deferred until 
after year end. 


V Keep equipment off your balance sheet if possible. You 
can use a separate equipment company but be aware of 
the sales tax considerations. At the very least, defer major 
purchases of equipment until after year end. You may 
also consider leasing equipment under operating leases. 


How to Decrease Current Llabilltles to Increase Working 
Capital: 


V Deferred income taxes should be reclassified to long 
term, if possible. 


X Eliminate any short term bank borrowings on lines of 
credit or convert short term debt to long term borrowing 
if possible. Never use short lease lines of credit to borrow 
for fixed asset equipment purchases. 


| 
30 


X Utilize operating leases on rented or leased equipment 
rather than capital leases to eliminate liabilities from your 
balance sheet. 


X Notes payable to shareholders should either be paid off, 
subordinated to the bonding company, or contributed to 
capital. 


4 Minimize delinquent payroll taxes liabilities. This will not 
increase working capital but will ease concerns of the 
surety. 


Other Suggestions 

Reevaluate the depreciation methods and lives used for your 
equipment to make sure they correspond to the true economic 
condition and value of the equipment. Longer lives will decrease 
current depreciation expense and increase earnings. 


If your bank has your receivables as collateral on a line of credit, 
get them to give you a release or subordination of bonded 
receivables which will clarify claims on assets in the event a claim 
is presented to the surety. 


These suggestions are intended to assist you in presenting your 
financial statement in a more favorable light. Above all else, you 
should never misrepresent your financial situation. 
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APPENDIX 2 


SAMPLE CONTRACTOR, INC. 


AUDITED FINANCIAL STATEMENTS 
AND OTHER FINANCIAL INFORMATION 


DECEMBER 31, 19XY AND 19XX 


Copyright © 1989, 1990, 1991 Aronson, Fetridge, Weigle 
& Stern 
(A Professlonal Corporation) 
All rights reserved 


Preface 


Sample Contractor, Inc. represents Aronson, Fetridge, Weigle 
& Stern's suggested financial statement presentation for 
construction companies. The presentation illustrates the 
disclosure requested by members of the surety and banking 
industries and represent the current reporting and disclosure 
practices based for construction companies on generally 
accepted accounting principles in effect at October 1991. 


Sample Contractor, Inc. incorporates the disclosure 
requirements set forth in the AICPA's Statement of Position on 
Accounting for Performance of Construction Tybe and Certain 
Production Type Contracts (SOP) (81-1), and the Audit and 
Accounting Guide for Construction Contractors, as well as, 
changes since the issuance of the SOP and Audit Guide. It is not 
possible to illustrate every set of circumstances that might occur 
in a contractor's financial statement. Sample Contractor, Inc. 
includes the most frequently encountered reporting and 
disclosure requirements for a contractor. The additional 
information contains completed and in progress contract 
schedules, detail of direct and indirect construction costs and 
general and administrative expenses that are frequently 
requested by sureties and bankers. 


Sample Contractor is updated annually to incorporate current 
changes in tax laws and reporting and accounting requirements 
for the construction industry. The most current version of this 
publication can be obtained by contacting Keith шы. at 
(301) 231-6200. 


Copyright © 1989, 1990, 1991 Aronson, Fetridge, Weigle & Stern 
(A Professional Corporation) 
АП rights reserved 
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Independent Auditors' Report 


Board of Directors 

SAMPLE CONTRACTOR, INC. 
1234 Main Street 

Anystate, U.S.A 20001 


We have audited the accompanying Balance Sheets of SAMPLE 
CONTRACTOR, INC. as of December 31, 19XY and 19XX, and 
the related Statements of Income, Retained Earnings and Cash 
Flows for the years then ended. These financial statements are 
the responsibility of the Company's management. Our 
responsibility is to express an opinion on these financial 
statements based on our audits. 


We conducted our audits in accordance with generally 
accepted auditing standards. Those standards require that we 
plan and perform the audits to obtain reasonable assurance 
about whether the financial statements are free of material 
misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by 
management, as well as evaluating the overall financial 
statement presentation. We believe that our audits provide a 
reasonable basis for our opinion. 


In our opinion, the financial statements referred to above 
present fairly, in all material respects, the financial position of 
SAMPLE CONTRACTOR, INC. as of December 31, 19XY and 
19XX, and the results of its operations and cash flows for the 
years then ended in conformity with generally accepted 
accounting principles. 


As discussed in Note 10 to the financial statements, the 
Company changed its method of accounting for income taxes 
by adopting Financial Accounting Standards Number 96, 
*Accounting for Income Taxes", for the year ended December 
31, 19XY. 


Rockville, Maryland 
January 31, 19XZ 
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SAMPLE CONTRACTOR, INC 


BALANCE SHEETS 
DECEMBER 31, 19XY AND 19XX 
ASSETS 19XY 
CURRENT ASSETS 
Cash $ 181,000 
Temporary cash investments 110,000 
Total cash 291,000 


Accounts receivable (Notes 1, 2 and 5) 


Contracts—current 1,214,000 
Contracts—retention 602,000 
Rentals 300,000 
Other 50,000 
Total accounts receivable 2,166,000 
Marketable securities (Note 1) 69,000 
Loans receivable—current portion (Note 5) 
Officers 53,000 
Affiliates 30,000 
Work in process (Note 1) 61,000 
Deferred construction costs (Note 1) 40,000 
Inventory of parts and supplies (Note 1) 20,000 
Costs and estimated earnings in excess of billings 
on incomplete contracts (Notes 1 and 3) 169,000 


Prepaid expenses 75,000 


Total current assets 2,974,000 
PROPERTY AND EQUIPMENT (NOTES 1 AND 9) 
Machinery and equipment 656,000 
Automotive equipment 126,000 
Office furniture and equipment 82,000 
Leasehold improvements 9,000 
Total 873,000 
Less: Accumulated depreciation (426,000) 
Net property and equipment 447,000 
OTHER ASSETS 
Investments in Joint Ventures (Notes 1 and 4) 24,000 
Cash surrender value —officer's life insurance 
(net of policy loans of $25,000)(Note 6) 25,000 
Deposits 1,000 
Loans receivable, net of current portion (Note 5) 
Officers 75,000 
ies ч 50,000 
Total other assets 175,000 
TOTAL ASSETS $ 3,596,000 


19XX 


$ 200,000 


300,000 
500,000 


1,200,000 
530,000 
256,000 


31,000 
2,017,000 


66,000 
53,000 
30,000 
60,000 
40,000 
19,000 
150,000 


75,000 
3,010,000 


456,000 


637,000 
(386,000) 


251,000 


34,000 


20,000 
1,000 


75,000 


50,000 


180,000 


$ 3,441,000 


Refer to Notes to Financial Statements and Accompanying Independent Auditors' Report. 


LIABILITIES AND STOCKHOLDERS' EQUITY 


19XY 19XX 
CURRENT LIABILITIES 
Note payable—banks (Note 8) $ 50,000 $ 50,000 
. Current portion of long-term debt (Note 9) 110,000 150,000 
Accounts payable— current (Note 5) 1,000,000 1,117,000 
Accounts payable—retention 251,000 200,000 
Accrued profit sharing contribution (Note 7) 37,000 37,000 
Accrued compensation, payroll taxes and amounts 
withheld from employees 18,000 15,000 
Billings in excess of costs and estimated earnings 
on incomplete contracts (Notes 1 and 3) 547,000 447,000 
Accrued income taxes (Notes 1 and 10) 80,000 — 
Deferred income taxes (Notes 1 and 10) 185,000 216,000 
Total current liabilities 2,278,000 2,232,000 
OTHER LIABILITIES 
Long-term debt, net of current portion (Note 9) 450,000 505,000 
Deferred income taxes—noncurrent 
(Notes 1 and 10) 70,000 70,000 
Total other liabilities 520,000 575,000 


COMMITMENTS AND CONTINGENCIES 
(NOTES 7, 11 AND 12) = EA 


— — 


Total liabilities 2,798,000 2,807,000 


STOCKHOLDERS' EQUITY 
Common stock—$100 par value per share, 500 


shares authorized, issued and outstanding 50,000 50,000 
Additional paid-in capital 50,000 50,000 
Retained earnings 698,000 534,000 

Total stockholders' equity 798,000 634,000 
TOTAL LIABILITIES AND STOCKHOLDERS’ EQUITY $3,596,000 $3,441,000 
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SAMPLE CONTRACTOR, INC. 


19XX 


$7,000,000 
6,300,000 
700,000 


650,000 
50,000 


10,000 
30,000 
10,000 


STATEMENTS OF INCOME 
FOR THE YEARS ENDED DECEMBER 31, 19XY AND 19XX 
19XY 

CONTRACT REVENUE (NOTES 1 AND 5) $9,000,000 
CONTRACT COSTS (NOTES 1 AND 5) 8,000,000 
GROSS PROFIT 1,000,000 
GENERAL AND ADMINISTRATIVE EXPENSES 

(NOTES 5 AND 7) 770,000 
INCOME FROM OPERATIONS 230,000 
OTHER INCOME (EXPENSE) 

Gain on sale of property and equipment 50,000 

Interest and dividend income (Note 5) 50,000 

Miscellaneous 10,000 

Interest expense (50,000) 


Total 


60,000 


Income before equity in net loss of Joint 
Ventures, provision for income taxes, and 


cumulative effect of accounting change 290,000 
Equity in net loss of Joint Ventures (Notes 1 and 4) (10,000) 
INCOME BEFORE PROVISION FOR INCOME 

TAXES AND CUMULATIVE EFFECT OF 

ACCOUNTING CHANGE 280,000 
PROVISION FOR INCOME TAXES (NOTES 1 AND 10) 

Current 80,000 

Deferred 26,000 

Total 106,000 
INCOME BEFORE CUMULATIVE EFFECT OF 

ACCOUNTING CHANGE 174,000 
Cumulative effect of accounting change (Note 10) 15,000 
NET INCOME $ 189,000 


Refer to Notes to Financial Statements and Accompanying Independent Auditors' Report. 
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SAMPLE CONTRACTOR, INC. 
STATEMENTS OF RETAINED EARNINGS 
FOR THE YEARS ENDED DECEMBER 31, 19XY AND 19XX 


19XY 19XX 
BALANCE—BEGINNING OF YEAR $534,000 $505,000 
NET INCOME 189,000 29,000 
DIVIDENDS PAID (25,000) -- 
BALANCE—END OF YEAR $698,000 $534,000 


Refer to Notes to Financial Statements and Accompanying Independent Auditors' Report. 
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SAMPLE CONTRACTOR, INC. 
STATEMENTS OF CASH FLOWS 
FOR THE YEARS ENDED DECEMBER 31, 19XY AND 19XX 


19XY 
CASH FLOWS FROM OPERATING ACTIVITIES 
Net income $ 189,000 
Adjustments to reconcile net income to net cash 
provided by operating activities 
Depreciation 40,000 
Equity in net loss of Joint Ventures 10,000 
Gain on sale of equipment (50,000) 
Increase in accounts receivable (149,000) 
Increase in work in process (1,000) 
Increase in inventory of parts and supplies (1,000) 
Increase in earned revenue in excess of related billings (19,000) 
(Decrease) increase in accounts payable related to operations (102,000) 
Increase in accrued compensation, payroll taxes and amounts 
withheld from employees 3,000 
Increase in billings in excess of earned revenue 100,000 
Increase (decrease) in accrued income taxes 80,000 
(Decrease) increase in deferred income taxes — 131,000) 
Net cash provided by operating activities 69,000 
CASH FLOWS FROM INVESTING ACTIVITIES 
Loans made to officers and affiliates (83,000) 
Collections on loans to officers and affiliates 83,000 
Proceed from sale or maturity of marketable securities 20,000 
Investments in marketable securities (23,000) 
Purchase of property and equipment (200,000) 
Proceeds from disposal of property and equipment 50,000 
Increase in cash surrender value—officers’ life insurance (5,000) 
Net cash used by investing activities — (158,000) 
CASH FLOWS FROM FINANCING ACTIVITIES 
Proceeds from long-term debt 135,000 
Principal payments of debt (230,000) 
Dividends paid —— (25,000) 
Net cash (used) provided by financing activities —— (120,000) 
NET (DECREASE) INCREASE IN CASH (209,000) 
CASH AND TEMPORARY CASH INVESTMENTS—START OF YEAR __ 500,000 
CASH AND TEMPORARY CASH INVESTMENTS—END OF YEAR $ 291,000 
SUPPLEMENTAL CASH FLOW INFORMATION 
Actual cash payments for: 
Income taxes ilg. 
Interest $ 50,000 
Noncash Investing and Financing Activities: 
nier of property and equipment $ 236,000 
Related increase in accounts payable (36,000) 
Net cash payment $ 200,000 


19XX 


$ 29,000 


20,000 
5,000 
(10,000) 
(100,000) 
(5,000) 


(5,000) 
285,000 


2,000 
50,000 
(20,000) 


— 6,000 
257.000 
(50,000) 

50,000 
10,000 
(15,000) 
(400,000) 
10,000 

— (5.000) 
- (400.000) 
750,000 
(95,000) 

— 655,000 
512,000 

— (12.000) 

$ 500.000 


D. 
$ __60,000 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 1—ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES 


(A) Nature of business 


Sample Contractor, Inc. (the Company) was incorporated on January 1, 19WX 
under the laws of Anystate, USA. The Company is engaged in various types of 
construction activities. For 19XY and 19XX, such construction activities included 
commercial buildings, hospitals, and government institutions. The work is 
performed under a variety of types of contracts, including fixed-price, unit price, 
cost-type with and without a guaranteed maximum price, and construction 
management. The Company periodically undertakes projects in partnership with 
other contractors through joint ventures (Note 4). 


(B) Revenue and contract cost recognition—construction contracts 


For financial reporting purposes, the Company reports income from construction 
contracts using the percentage-of-completion method of accounting. Under this 
method, the earned portion of contract billings is based on the percentage of 
completion as computed from a comparison of actual costs incurred to date 
against total projected costs as determined by the Company's engineers. 
Revenue from cost-plus-fee contracts is recognized on the basis of costs 
incurred during the period plus fee earned, measured by the cost-to-cost method. 
For construction manage- ment contracts where substantially all costs are the ` 
responsibility of the owner and specified cost-type contracts where certain costs 
are the responsibility of the Company and other costs are the responsibility of the 
owner, revenues are recognized using the percentage-of-completion method 
based only on those costs for which the Company is responsible. Contracts billed 
on a unit price basis are included in revenue as billed to the owner, which 
approximates the percentage of completion. No profit is recognized until a 
contract has reached a stage of completion sufficient to reasonably determine, in 
the opinion of management, the ultimate realizable profit. Costs related to these 
contracts are deferred as work in process. 


Contract costs include all direct material, subcontract, equipment and labor costs 
and those indirect costs related to contract performances such as indirect labor, 
supplies, tools, repairs and maintenance costs. General and administrative costs 
are charged to expense as incurred. Provisions for anticipated losses on 
incomplete contracts are made in the period in which such losses are 
determinable. 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 1—ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) 


(B) Revenue and contract cost recognition—construction contracts (continued) 


For contracts which extend over more than one year, changes in job performance, job 
conditions, estimated profitability and final contract settlements which result in revisions 
to costs and income and are recognized in the accounting period in which the facts that 
require such revisions become known. Claims for additional contract revenue are 
recognized when realization of the claim is assured and the amount can reasonably 
be determined. 


Costs and estimated earnings in excess of billings and billings in excess of costs 
and estimated earnings are presented as assets and liabilities on the Balance 
Sheets (Note 3). Costs incurred on jobs for which work has been approved but not 
billed are reflected as work in process. 


(C) Temporary cash investments 


Temporary cash investments consist of overnight investments of excess cash, 
money market funds and certificates of deposit with an initial maturity of less than 
ninety days. 


(D) Accounts recelvable 


Accounts receivable represent amounts due on contracts, rentals, or amounts due 
from affiliated entities and officers. The balances in trade receivables at December 
31, 19XY and 19XX, have been adjusted for uncollectible amounts under the direct 
write-off method. The balance of accounts receivable has been deemed by 
management to be fully collectible. 


(E) Inventory 


Inventory of parts, supplies and fuel are stated at lower of cost or current value, with 
cost determined based on the first-in, first-out (FIFO) method. 


(F) Deferred constructlon costs 
Deferred construction costs consist of construction materials and supplies that have 


not been assigned and charged to specific contracts as of the date of these financial 
statements. 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 1—ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) 
(G) Property and equipment 


Property and equipment are stated at cost. Such assets are being depreciated 
using the straight-line method over the estimated useful lives of the related assets 
for financial reporting purposes and accelerated methods over predetermined 
periods for income tax purposes. 


Depreciation expense is charged to cost of construction contracts through 
equipment charges if related to contracting activities; otherwise, it is charged to 
general and administrative expenses. Estimated equipment and related costs are 
accumulated and charged to contract costs based on estimates of usage for 
individual contracts in relation to estimated total usage for the year on all contracts; 
such costs include depreciation and amortization expense and other costs of 
equipment used for equipment operations such as repairs, maintenance, and 
insurance. Insignificant variances between actual costs of equipment operations 
and charges to contract costs are recognized currently. Significant variances, if any, 
are allocated to contracts in progress during the year. 


The Company leases construction equipment on short-term leases which usually 
range from one to six months. It is the Company's policy to charge the lease 
payments to construction costs as incurred. This accounting method is in 
conformity with the requirements for leases of this nature. 


(H) Investments in joint ventures 


Investments in joint ventures are accounted for using the equity method of 
accounting. The joint ventures' year ends are December 31 and all revenue and 
expenses are reported using the accrual basis method of accounting for financial 
and tax reporting purposes. The joint ventures are involved in the construction of 
residential apartment projects. 


(1) Marketable securities 


Marketable securities consist of investments in debt securities of U.S. Treasury 
Bonds and corporate equity securities of publicly-traded companies and are stated 
at the lower of cost or current value. At December 31, 19XY and 19XX, the current 
value was approximately $80,000 and $75,000, respectively, which consisted 
entirely of unrealized gains. Realized gains and losses on security transactions are 
recognized based on specific security identification. 
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SAMPLE CONTRACTOR, INC. 
NOTE TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 1—ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) 


(J) Income taxes 


For Federal and state income tax reporting purposes, the Company recognizes 
revenues and costs on construction contracts using the completed contract method 
for contracts awarded before February 28, 1986. Under this method, the total profit or 
loss for each contract is reported in the year of completion. For contracts awarded on 
or after February 28, 1986 and prior to July 12, 1989, the Company reports income 
from long-term construction contracts on the percentage-of-completion/capitalized 
cost method as defined by Internal Revenue Code Section 460. Under this method, 
the Company must recognize currently a portion of the profits on incomplete 
contracts calculated using the percentage-of-completion method and the balance on 
the completed contract method. Income on contracts awarded after July 11, 1989 are 
recognized using the percentage-of-completion method. 


Percentage of Profit 
Recognized Under 
Contract award date Percentage of Completion Completed Contract 
February 28, 1986 through 
October 13, 1987 4096 60% 
October 14, 1987 through 
June 20, 1988 70% 30% 
On or after June 21, 1988 90% 10% 
On or after July 12, 1989 100% — 


The Company must also capitalize as work in process on incomplete contracts 
certain costs which, for financial statements purposes, are considered general 
and administrative expenses. In addition, depreciation us ed for income tax 
reporting is based on the Accelerated Cost Recovery System (ACRS) and 
modified ACRS (MACRS) methods allowed by the Internal Revenue Code and on 
the straight-line method of depreciation for financial statement reporting. Deferred 
income taxes are provided for these temporary differences (Note 10). 


At December 31, 19XY, the Company adopted the Financial Accounting Standard 
Number 96, "Accounting for Income Taxes", as described in Note 10. 


(K) Financial statement classifications 


In accordance with normal practice in the construction industry, the Company includes 
asset and liability accounts relating to construction contracts, including related deferred 
income taxes, in current assets and liabilities even when such amounts are realizable 
or payable over a period in excess of one year. The lives of contracts entered into by 
the Company generally range from six to thirty months. 
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SAMPLE CONTRACTOR INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 2—CONTRACT RECEIVABLES 


A 


Contract receivables are summarized as follows at December 31, 19XY and 19XX: 


Federal and state government contracts, 
including amounts on completed 
contracts of $275,000 in 19XY and 
$305,000 in 19XX: 


Currently due 
Unbilled work—billed in 19XZ 
Claims submitted on contracts 


Retainage, including amounts expected 
to be collected after one year of 
$95,000 in 19XY and $85,000 in 19XX 

Total 


Private contracts, including amounts on 
completed contracts of $326,000 in 19XY 
and $369,000 in 19XX: 


Currently due 
Retainage, including amounts expected 
to be collected after one year of 
$150,000 in 19XY and $75,000 in 19XX 
Total 


Total contract receivables 


19XY 


$377,500 
5,000 
210,000 


315,000 


907,500 


621,500 


287,000 
908,500 


$1,816,000 


19XX 


$750,000 


250,000 
1,000,000 


450,000 


280,000 
730,000 


$1,730,000 


At December 31, 19XY and 19XX, receivables classified as currently due on the 
Federal and state government contracts have been reduced by $25,000 and 
$15,000, respectively, representing advances received under certain cost-type 
contracts. In 19XY, a contract with the U.S. Government was terminated at the 
convenience of the U.S. Government. At December 31, 19XY a claim of $210,000, 
representing the minimum profit allowance due the Company as defined in the 
terminated contract, has been recorded as contract receivables. Final negotiations 
and collection of the amount due is anticipated to be completed during 19XZ. 
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SAMPLE CONTRACTOR INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 
NOTE 3—CONTRACT BILLING STATUS 


At December 31, 19XY and 19XX, the status of contract billings were as follows: 


19XY 19XX 
Costs incurred on incomplete contracts $ 8,804,426 $ 6,080,000 
Estimated gross profits earned to date 825,556 623,000 
9,629,982 6,703,000 
Less: Billings to date (10,007,982) (7,000,000) 
Excess of billings over costs and 
revenues earned to date $ (378,000) $ (297,000) 
The excess of billings over costs and revenues 
earned to date are included in the 
accompanying Balance Sheets under the 
following captions (Note 1): 
Costs and estimated earnings in excess of 
billings on incomplete contracts $ 169,000 $ 150,000 
Billings in excess of costs and estimated 
earnings on incomplete contracts (547,000) (447,000) 
Net $ (378,000) $ (297,000) 


NOTE 4—JOINT VENTURES 


The Company has a 33-percent interest in each of four construction joint ventures. 
Condensed financial information follows for construction joint ventures in which the 
Company participated at December 31: 


19XY 19XX 
Financial position: 
Current assets $ 87,000 $ 97,000 
Property and equipment, net 15,000 25,000 
Current liabilities (30,000) (20,000) 
Net partners' equity $ 72,000 $ 102,000 
Results of operations: 
Construction revenues $ 50,000 $ 47,000 
Construction costs 80,000 62,000 
Net loss $ (30,000) $ (15,000) 
Company's portion: 
Net partners' equity $ 24,000 $ 34,000 
Net loss $ (10,000) $ (5,000) 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 5—RELATED PARTY TRANSACTIONS 
(A) Revenues 


For the years ended December 31, 19XY and 19XX, the Company performed 
$500,000 and $400,000, respectively, of subcontract work on related party contracts 
and charged related parties $300,000 and $250,000, respectively, for equipment 
usage based on associated cost which has been reflected in the financial 
statements as a reduction of equipment costs, and earned $20,000 and $15,000, 
respectively, of interest on officer and affiliate loans and advances. 


(B) Contract and administrative expenses 


The Company incurred the following expenses which were paid to affiliated 
companies and/or individuals for the years ended December 31, 19XY and 19XX: 


19XY 19XX 

Equipment costs $ 150,000 $ 100,000 
Subcontract costs 900,000 400,000 
Miscellaneous contract costs 502,000 200,000 
Reimbursed accounting and estimating 

salaries and services 400,000 300,000 
Rent 48,000 35,000 
Total $ 2,000,000 $1,035,000 


(C) Related party account balances 


At December 31, 19XY and 19XX, amounts due to or from affiliated individuals and 
companies in which the controlling stockholder of Sample Contractor, Inc. has 
controlling interest have been included in the accompanying financial statements as 
follows: 


19XY 19XX 
Accounts receivable—contracts (Note 2) $ 12,000 $ 10,000 
Accounts receivable—rentals (Note 2) 100,000 . . 90,000 
Loans receivable—officers 128,000 128,000 
Loans receivable—affiliates 80,000 80,000 
Accounts payable—current 400,000 300,000 


It is the Company's intention to demand repayment of the current portion of loans 
and receivables from affiliated companies and officers, including interest where 
applicable, within one year except for the amounts receivable classified as 
noncurrent of $125,000 at both December 31, 19XY and 19XX. 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 6—OFFICER’S LIFE INSURANCE 


The Company is the owner and beneficiary of several insurance policies on the life 
of an officer of the Company in the aggregate amount of $500,000. As of December 
31, 19XY and 19XX, the Company had borrowed $25,000 against the cash value of 
the policies which has been offset against the asset in the accompanying Balance 
Sheets. The loans carry no specific due date, and bear interest at the rate of 6% per 
annum. 


NOTE 7—PROFIT SHARING PLAN 


The Company maintains a qualified profit sharing plan for all eligible employees not 
covered under collective bargaining agreements. The Company may contribute up 
to 15% of eligible compensation at the discretion of the Board of Directors. For the 
years ended December 19XY and 19XX, the contribution was $37,000 and $37,000, 
respectively. 


NOTE 8—NOTES PAYABLE 


The Company is obligated on a $50,000 unsecured note payable to First National 
Bank. The note is due on demand and bears interest at the prime rate. The note is 
guaranteed by a stockholder of the Company. 


NOTE 9—LONG-TERM DEBT 
At December 31, 19XY and 19XX, long-term debt consisted of the following: 


19XY 19XX 

1496 note payable to First National Bank, secured by 

machinery and equipment with net book value 

of $300,000 and $400,000 at December 31, 19XY 

and 19XX, respectively, and guaranteed by a 

stockholder, due in monthly installments of 

$13,000 including principal and interest, 

final payment due February 1, 19YB $ 540,000 $ 630,000 
18% note payable to First National Bank, secured 

by automotive equipment, due in monthly 

installments of $595, including principal and 

interest, final payment due February 28, 19YB 20,000 25,000 

Total 560,000 655,000 

Less: Current portion (110,000) (150,000) 

Net long-term debt $ 450,000 % 505,000 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 9—LONG-TERM DEBT (CONTINUED) 


At December 31, 19XY, the scheduled future principal maturities of long-term debt 
was as follows: 


Year Ending 
December 31, Amount 
19XZ $ 110,000 
19YA 111,000 
19YB 123,000 
19YC 141,000 
19YD 75,000 
Total $ 560,000 


NOTE 10—INCOME TAXES 


The components of the provision for income taxes for the years ended December 
31, 19XY and 19XX consisted of the following: 


..19XY ..19XX 
Current 
Federal $ 66,000 бб v 
State 14,000 — 
Total 80,000 — 
Deferred 
Federal 22,000 5,000 
State 4,000 1,000 
Total 26,000 6,000 
Provision for income taxes $ 106,000 $ 6,000 


SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 10—INCOME TAXES (CONTINUED) 


The provision for income taxes for the years ended December 31, 19XY and 19XX 


were calculated as follows: 


Income before provision for income taxes 


Income tax computed at statutory rates 


Increase (decrease) in income 
taxes resulting from: 
State income taxes, net of 
Federal income tax benefit 
Job tax credits 
Other 


Provision for income taxes 


__19ХҮ _ ——ÀA2XX . 
$ 280,000 $ 35,000 
$95,000 $5,000 
12,000 1,000 
(3,000) — 
2,000 — 


$ 106,000 $ 6,000 


Deferred income taxes result from differences between the timing of revenue and 
expenses recognition for income tax and financial reporting purposes (Note 1). 


The cumulative temporary differences at December 31, 19XY and 19XX totalled 
$672,000 and $850,000, respectively, for which deferred taxes of $255,000 and 
$343,000, respectively, have been provided. The components of such temporary 


differences are as follows: 


Construction contract and joint venture 
gross profit deferred for income tax 
purposes 

Depreciation expense for income tax 


purposes in excess of financial reporting 


depreciation expense 
General and administrative expenses 


capitalized for tax reporting purposes and 
expensed for financial reporting purposes 


Total 


19XY 19XX 

$ 502,000 $ 490,000 
110,000 50,000 
(32,000) = 


$ 580,000 $ 640,000 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 


NOTE 10—INCOME TAXES (CONTINUED) 


The Company adopted the changes in accounting principles required by the recently 
issued Statement of Financial Accounting Standards Number 96, “Accounting for 
Income Taxes”, during 19XY. Accordingly, the cumulative effect of this change in 
accounting method as of January 1, 19XY of $15,000 has been reflected in the 
19XY net income by reducing previously provided deferred taxes. This adjustment is 
reflected on the 19XY Statement of Income as the cumulative effect of an 
accounting change. The effect of this change in method on the current year's tax 
provision was not material and would not have had a material effect on the prior 
year's provision. 


NOTE 11—COMMITMENTS AND CONTINGENCIES 
(A) Backlog 


The following is a reconciliation of the backlog of signed contracts on hand at 
December 31, 19XY: 


Balance, January 1, 19XY $14,800,000 
New contracts, change orders, 
and other adjustments 6,975,000 
Total 21,775,000 
Contract revenue earned (12,900,000) 
Balance, December 31, 19XY $ 8,875,000 


In addition, subsequent to December 31, 19XY, but prior to the date of these 
financial statements, the Company was awarded contracts of approximately 
$3,000,000. 


(B) Leases 


The Company has entered into various operating leases for office space, 
construction and automotive equipment (Note 1). These leases expire at various 
dates over the next five years and generally provide for renewal or extension at 
market rates. The lease for office space has a provision for annual increase based 
on landlord's costs incurred. The leases call for aggregate monthly payments of 
$6,000. At December 31, 19XY, the future minimum annual lease payments 
required under these leases are as follows: 
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SAMPLE CONTRACTOR, INC. 
NOTES TO FINANCIAL STATEMENTS 
DECEMBER 31, 19XY AND 19XX 
NOTE 11—COMMITMENTS AND CONTINGENCIES (CONTINUED) 
(B) Leases (continued) 


Year Ending 

December 31 Amount 
19XZ $ 70,000 
19YA 60,000 
19YB 48,000 
19YC 36,000 
19YD 26,000 


Total future minimum lease 
payments $ 240,000 


These expenses for the years ended December 31, 19XY and 19XX were $75,000 
and $68,000, respectively. 


(C) Contract claims 


The Company has certain claims and litigation pending against it which occurred 
in the ordinary course of business. In the opinion of management, settlement of 
such claims and litigation will not have a material adverse effect on the Company's 
financial position. 


During the year ended December 31, 19XY, the Company filed a claim in the 
amount of $760,000 for additional compensation on its Troubled-Water Office 
Building contract due to owner-imposed delays. All costs relating to this work have 
been recorded as incurred. In accordance with the Company's accounting policy for 
claim recognition, this claim will be recognized in construction revenues if and when 
itis allowed. 


NOTE 12—CHANGE IN ESTIMATE 


In 19XY, the Company recognized a loss of $3,467 in itsTown Center Office Building 
contract due to unanticipated conditions encountered. Through December 31, 19XX, 
earnings had been estimated based on a projected gross profit of $6,000. The effect 
of this change in estimate was to reduce 19XY net earnings by $6,408. 
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Independent Auditors' Report on 
Other Financial Information 


Board of Directors 

SAMPLE CONTRACTOR, INC. 
1234 Main Street 

Anywhere, U.S.A. 20001 


Our report on our audits of the basic financial statements of 
SAMPLE CONTRACTOR, INC., for the years ended December 
31, 19XY and 19XX, appears on page 35. Those audits were 
made for the purpose of forming an opinion on the basic 
financial statements taken as a whole. The other financial 
information included on pages 54 through 63 is presented for 
purposes of additional analysis and is not a required part of the 
basic financial statements. Such information has been subjected 
to the auditing procedures applied in the audits of the basic 
financial statements and, in our opinion, is fairly stated in all 
material respects in relation to the basic financial statements 
taken as a whole. 


Rockville, Maryland 
January 31, 19XZ 
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SAMPLE CONTRACTOR, INC. 
SCHEDULE OF CONTRACT REVENUE AND COSTS—SUMMARY 
FOR THE YEAR ENDED DECEMBER 31, 19XY 


— Tota _ 


Contract revenue 
(Schedule, Pages 
21-24) $9,000,000 


Contract costs 
(Schedule Pages 


21-24) 8,000,000 
GROSS PROFIT $1,000,000 


Percent 


100.00 


88.89 
11.11 


Completed 


Contracts 


$2,400,000 


2,000,000 
$ 400,000 


Percent 


100.00 


83.33 
16.67 


Contracts 
In Process 


$6,600,000 


6,000,000 
$ 600,000 


Percent 


100.00 


90.91 
9.09 


COMPARISON OF 
COMPLETED CONTRACTS AND 
CONTRACTS IN PROCESS 
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SAMPLE CONTRACTOR, INC. 
SCHEDULE OF CONTRACT REVENUE AND COSTS—COMPLETED CONTRACTS 
FOR THE YEAR ENDED DECEMBER 31, 19XY 


—— CONTRACT ТО DATE — 


Gross 
Type of Contract Contract Gross Profit 
Job Contract Revenue Costs Profit (Loss) 
No. Description |. —.  . . (1) . Ғата Incurred (Loss) ^ Percent 
XW-2 County Hospital E.R. FP $, 261,875 % 248,606 % 13,269 5.07 
XW-6 County Courthouse FP 2,030,057 1,895,836 134,221 6.61 
XW-8 Army Base Repairs FP 341,355 276,420 64,935 19.02 
XW-12 Executive Office Bldg. FP 209,493 180,580 28,913 13.80 
XW-18 City Hall Boiler Room FP 280,260 223,0625 7,198 20.41 
XW-21 White House Addition UP 462,832 443,514 19,318 4.17 
XW-22 Capitol Upgrade UP 27,124 23,305 3,819 14.08 
XW-23  Reroof Garage FP 145,579 127,510 18,069 12.41 
XW-28 Anytown Office Building FP 23,456 12,811 10,645 45.38 
XW-29 Executive Office Addition FP 271,807 275,274 (3,467) (1.28) 
XX-1 CIA Air Conditioner UP 45,926 37,707 8,219 17.90 
XY-2 CIA Shredders CF 20,838 12,981 7,857 37.71 
XY-3 U.S. Navy Testing Facility CF 399,246 373,671 25,575 6.41 
XX-4 Hospital Upgrade ЕР 89,054 60,539 28,515 32.02 
ХҮ-5 Repair Capitol Plumbing FP 432,234 224,737 207,497 48.01 
XX-6 U.S. Army Barracks FP 181,026 178,226 2,800 1.55 
XX-7 Air Force Hangar CF 43,123 31,948 11,175 25.91 
XY-8 Renovate City Hall FP 48,975 41,237 7,738 15.80 
XX-9 Repair Community Center ЕР 87,762 65,889 21,873 24.92 
XY-10 . Hospital Wing CF 58,153 51,254 6,899 11.86 
XX-11 Municipal Building FP 95,890 80,790 15,100 15.75 
XX-12 City Hall Addition FP 554,237 496,131 58,106 10.48 
Miscellaneous contracts 9,792 7,493 2,299 23.48 
Jobs completed in prior years 183,022 87,654 95,368 52.11 
TOTAL COMPLETED 
CONTRACTS $6,303,116 $5,457,175 $845,941 


(1) Type of Contract 
FP Fixed Price 


UP Unit Price 
CF Cost plus fixed fee 
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желе PRIOR PERIODS . ——— CURRENT PERIOD ____ 


Gross Gross 

Contract Contract Gross Profit Contract Contract Gross Profit 
Revenue Costs Profit (Loss) Revenue Costs Profit (Loss) 
Earned Incurred (Loss) Percent Earned Incurred (Loss) Percent 
$ 210,308 $ 212,576 % (2,268) (1.08) $ 51,567 $ 36,030 $ 15,537 30.13 
1,960,293 1,759,563 200,730 10.24 69,764 136,273 (66,509) (95.33) 
329,238 273,963 55,275 16.79 12,117 2,457 9,660 79.72 
— — — — 209,493 180,580 28,913 13.80 
215,019 174,104 40,915 19.03 65,241 48,958 16,283 24.96 
390,241 371,292 18,949 4.8 672,591 72,222 369 0.51 
24,697 21,899 2,798 11.33 2,427 1,406 1,021 42.07 
81,591 71,526 10,065 12.34 63,988 55,984 8,004 12.51 
— — — — 23,456 12,811 10,645 45.38 
259,738 256,797 2,941 1.13 12,069 18,477 (6,408) (53.09) 
34,141 27,919 6,222 18.22 11,785 9,788 1,997 16.95 
17,995 11,988 6,007 33.38 2,843 993 1,850 65.07 
185,037 167,420 17,617 9,52 214,209 206,251 7,958 3.72 
— — — — 89,054 60,539 28,515 32.02 
194,818 108,128 86,690 44.502 37,416 116,609 120,807 50.88 
— — — — 181,026 178,226 2,800 1.55 

— — — — 43,123 31,948 11,175 25.91 

— — — — 48,975 41,237 7,738 15.80 

— — — — 87,762 65,889 21,873 24.92 

-- -- -- -- 58,153 51,254 6,899 11.86 

— — — 95,890 80,790 15,100 15.75 

— — — 554,237 496,131 58,106 10.48 

— — — 9,792 7,498 2,299 23.48 

— -— — 183,022 87,654 95,368 52.11 

$3,903,116 $3,457,175 $445,941 $2,400,000 $2,000,000 $400,000 


SAMPLE CONTRACTOR, INC. 
SCHEDULE OF CONTRACT REVENUE AND COSTS—CONTRACTS IN PROCESS 
FOR THE YEAR ENDED DECEMBER 31, 19XY 


Gross 
Type of Contract Contract Gross Profit 
Job ee Contract Revenue Costs Profit (Loss) 
No. Description |— . . —— = — Earned Incurred (Loss) Percent 
XX-1 Pentagon Addition FP $1,650,715 $1,579,232 $71,483 4.33 
XX-2 Renovate White House FP 658,850 612,289 46,561 7.07 
XX-3 Chamber of Commerce Building FP 2,237,309 2,050,998 186,311 8.33 
XX-4 Highway Department FP 948,093 870,929 77,164 8.14 
XX-5 Capitol Bowling Alley Renovation FP 891,014 827,928 63,086 7.08 
XX-6 Environmental Policy Wing Addition CP 1,397,198 1,223,412 173,786 12.44 
XX-7 Elementary School #3 CP 1,604,023 1,521,223 82,800 5.16 
XX-8 Hospital Wing Addition UP 2,002,963 1,807,715 195,248 9.75 
XX-9 Housing Authority Renovation FP 886,870 759,891 126,979 14.32 
XX-10 City Sewer Treatment Plant CP 8,848,801 3,672,796 276,005 6.99 
XX-11 Maintenance Building CP 1,100,000 935,000 165,000 15.00 
XX-12 High School Gym Renovation CP 198,313 173,403 24,910 12.56 
XX-13 Transportation Wing Extension FP 149,405 140,771 8,634 5.78 
TOTAL CONTRACTS IN 
PROCESS $17,673,554 %16,175,587 $1,497,967 
(1) Type of contract 
FP Fixed Price 
UP Unit Price 


CF Cost Plus Fixed Fee 


— CONTRACT ТО DATE —— ~ DECEMBER 31 19X¥Y  . . CURRENT PERIOD __ 
Costand Billings 


Contract 


Percent Revenue 
armed 


81.99 $1,353,493 
89.67 590,772 
94.58  2,116,087 
55.24 523,738 
38.06 339,137 


96.20 1,344,089 
52.18 836,964 
25.75 515,819 
65.48 580,718 
18.95 748,298 


— 474,076 
90.43 179,327 
18.26 27,464 


$9,629,982 


Contract 
Cosis 


$1,294,886 
,021 
1,939,874 
481,113 
315,126 


1,176,907 
793,759 
465,543 
497,572 
695,995 


412,122 


156,801 
25,707 


$8,804,426 


Gross 
Profit 


$ 58,607 


24,011 


167,182 
43,205 
50,276 
83,146 
52,303 


61,954 
22,526 


1,757 


$825,556 


Gross 
Profit 
c 


4.33 


12.44 
5.16 


Estimated 
Earnings 


in Excess 
of Costs 


Іп Excess апа 


Billings of Related Estimated 
lo Date 


$ 1,510083 $ -- 
07,747 -- 
2,180,013 — 
546,842 — 
431,023 == 


1,275,283 68,806 
968,231 — 
456,047 59,772 
540,296 40,422 
797,509 — 


474,076 — 

179,449 = 

41,383 = 
$10,007,982 $169,000 


5 


$156,590 
16,975 
63,926 
23,104 
91,886 


131,267 


49,211 


122 
13,919 


$547,000 


Contract 
Revenue 
Earned 


$ 70,416 
148,493 
964,890 
408,903 
339,137 


1,305,495 
836,964 
515,819 
580,718 
748,298 


474,076 
179,327 
27,464 


$6,600,000 


Contract — Gross 
Costs Profit 
Incurred 5 
$ 74,892 $ (4,476) 
41,952 6,541 
881,575 83,315 
378,228 30,675 
815,126 24,011 


1,141 498 163,997 
465,543 50276 
497,572 83146 
715,225 33,073 


412,122 61,954 


$6000,000 $600,000 


Gross 
Profit 
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SAMPLE CONTRACTOR, INC. 
SCHEDULE OF DETAIL COMPONENTS OF DIRECT CONTRACT COSTS 
FOR THE YEARS ENDED DECEMBER 31, 19XY AND 19XX 


Percent Percent 
of of 

19XY Revenue 19XX Revenue 
Labor $2,000,000 22.22 1,500,000 21.43 
Materials 3,000,000 33.34 2,090,000 29.86 
Subcontracts 1,000,000 11.11 900,000 12.86 
Equipment rental 400,000 4.44 500,000 7.14 
Engineering 200,000 2.22 250,000 3.57 
Bonds and permits 150,000 1.67 100,000 1.43 
Other 50,000 0.56 15,000 0.21 
TOTAL DIRECT COSTS $6,800,000 75.56 $5,355,000 76.50 


SAMPLE CONTRACTOR, INC. 
SCHEDULE OF DETAIL COMPONENTS OF INDIRECT CONTRACT COSTS 
FOR THE YEARS ENDED DECEMBER 31, 19XY AND 19XX 


19ХҮ 

PROJECT MANAGEMENT COSTS 

Salaries and benefits $ 400,000 
Printing and supplies 15,000 
Travel and auto expense 10,000 
Other costs 5,000 
Total project management 430,000 
SHOP AND YARD 

Labor and benefits 200,000 
Depreciation 5,000 
Small tools and supplies 40,000 
Repairs and maintenance 25,000 
Insurance 50,000 
Personal property taxes 8,000 
Other 9,000 
Total shop and yard 337,000 


CONSTRUCTION EQUIPMENT AND VEHICLES 


Repairs and maintenance 75,000 
Depreciation 15,000 
Fuel . 25,000 
Insurance 75,000 
Taxes & licenses—other 20,000 
Total construction equipment and vehicles 210,000 
PAYROLL BENEFITS 

FICA 25,000 
Federal U.C. 15,000 
State U.C. 10,000 


Workers' compensation and liability insurance 50,000 


Association Fees 25,000 
Pension 50,000 
Health and welfare 30,000 
Training and other 10,000 
Other 8,000 
Total payroll benefits 223,000 

TOTAL INDIRECT COSTS $1,200,000 


Percent 
of 


Revenue 
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Percent 


of 


19XX Revenue 


$280,000 
12,000 
8,000 
3,000 
303,000 


140,000 
2,000 
30,000 
20,000 
48,000 
5,000 
10,000 
255,000 


204,000 
$945,000 
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See Report of Independent Certified Public Accountants on Additional Information. 
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SAMPLE CONTRACTOR, INC. 
SCHEDULE OF DETAIL COMPONENTS OF GENERAL AND 
ADMINISTRATIVE EXPENSES 
FOR THE YEARS ENDED DECEMBER 31, 19XY AND 19XX 


Advertising 
Automotive expenses 
Contributions 

Data processing 


Depreciation 

Dues and subscriptions 
Employee health and welfare 
Insurance—casualty 
Insurance—life 


Miscellaneous 

Office supplies 
Professional fees 
Profit-sharing contribution 
Profit-sharing expenses 


Promotion 

Rent 

Repairs and maintenance 
Salaries—officers 
Salaries—other 


Taxes—payroll 
Taxes—other 
Telephone 
Travel 
Utilities 

Total 


19XY 


$ 2,000 
13,000 
11,000 
19,000 


20,000 

2,000 
22,000 
14,000 
43,000 


12,000 
18,000 
62,000 
37,000 

2,000 


2,000 
48,000 
28,000 

172,000 
170,000 


35,000 

8,000 
13,000 
11,000 


6,000 


$770,000 


Percent 
of 


Revenue 


0.02 
0.15 
0.13 
0.21 


0.22 
0.02 


19XX 


$ 1,000 
10,000 
5,0000 
20,000 


10,000 

2,000 
25,000 
12,000 
40,000 


10,000 
15,000 
40,000 
37,000 

2,000 


1,000 
35,000 
25,000 

150,000 
150,000 


25,000 
5,000 
18,000 
7,000 


5,000 


$650,000 


Percent 
of 


Revenue 


0.01 
0.14 
0.07 
0.29 


0.14 
0.03 


O-N 
NOQ 


о 
го 
со 


KEY BUSINESS RATIOS 


SAFETY ZONES 
—— RATIO 2. COMPUTATION. . -SAMPLE CONTRACTOR 


PROFITABILITY RATIOS 


Greater than 10% 
Return on Investment 


Turns in Equity Less than 15 times 


Net Income. Greater than 1% 


OPERATIONAL RATIOS 


Revenue to Working Capital Less than 30 times 


Overhead to Equity Less than 90% 
CREDIT CAPACITY 


Debt to Equity Less than 3 times 


Fixed Assets to Equity. Less than 1:1 


CREDIT MANAGEMENT 


Current Ratio Greater than 1.2 


Underbillings to Equity Less than 35% 


Days of Cash Greater than 8 days 


Days in Receivables Less than 70 days 


Days in Payables Less than 55 days. 
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APPENDIX 3 A Guide to the Schedule of Incomplete Contracts 
This guide will help you understand the schedule of incomplete 
contracts. Understanding this schedule is key to understanding 
your financial statements. 


The schedule of incomplete contracts lists all jobs begun but not 
yet complete as of the end of that period. This schedule is used 
primarily to estimate your earnings to date on these contracts. 


Listed below are explanations of the elements in your schedule. 


Contract Amount 

The total dollar value you expect to bill to your customer from 
each contract, start to finish. The amount consists of all billings 
on each job so far, plus all billings expected in the future on each 
job. 


Estimated Total Costs 

The total contract costs you expect to pay from each contract, 
start to finish. The amount consists of total costs on each job so 
far, plus your best estimate of the costs to complete each job. 


Actual Costs to Date 

The total contract costs on each job so far, figured on the accrual 
basis of accounting. The accrual basis includes all amounts that 
are paid or payable for costs incurred on each job, starting at the 
date of inception and continuing to the end of the 
income-reporting period. 


Percent Complete 

“How much of this contract have you earned?” Typically 
computed on the basis of actual cost incurred as compared to the 
most current estimate of total costs when the job is complete. 


Total Estimated Gross Profit 

The gross profit you expect to make on each job. The figure is 
arrived at by subtracting estimated total costs from contract 
amount. 


Gross Profit Earned to Date 
The part of the total estimated gross profit that has been earned 
from the start of the contract to the end of the income-reporting 
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period. The figure is arrived at by multiplying the percent 
complete by the total estimated gross profit. 


Costs and Estimated Earnings 
Consist of the actual costs to datefor each contract, plus the gross 
profit earned to date for each contract. 


Billed to Date 

The amount you actually have billed to the customer from the 
start of the contract to the end of the income-reporting period. 
The billings are figured under the accrual method and include 
advances, progress billings, amounts received and amounts 
billed but not yet collected. 


Costs and Estimated Earnings in Excess of Billings. 

On the theory that you have a right to receive costs and estimated 
earnings from your customer not yet billed, you are considered 
to have an asset. The amount of asset is figured as follows: 


Cost and estimated earnings (your rights) 


Minus: Billed to date (amounts already billed or advanced) 


Equals: Costs and estimated earnings in excess of billings 


Billings in excess of cosis and estimated earnings. If you have 
billed the customer for more than you have a right to receive (as 
cost recovery plus estimated earnings), then you have a liability. 
In theory, if the contract was settled on the balance sheet date, 
you would owe the customer this much. The amount of the 
liability is figured as follows: 


Billed to date (amounts already billed or advanced) 
Minus: Costs Sth in, our righ 


Equals: Billings in excess of costs and estimated earnings 
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APPENDIX 4 


Sample Footnote Disclosure for the Contractor's 
Financial Statement Which Describes the Make-up of 
Corporate Retained Earnings for an S-Corporation 

As an S-Corporation, the Company passes through taxable 
income to its shareholders and thus does not generally pay 
federal income taxes. Due to various timing differences, income 
is recognized in different periods for tax reporting purposes than 
for financial statement purposes. The company's retained 
earnings are composed of the following: 


Retained earnings recognized for tax purposes in prior years 
Pre-election accumulation $XXXXX 


Post S-election accumulation XXXXX $XXXXX 


Retained earnings recognized as 
taxable income in the current year XXXXX 


Retained earnings representing income not yet 


recognized for tax purposes XXXXX (A) 


Total retained earnings per financial statements 
at 12/31/XX XXXXX 


Timing differences at year end are composed of 
the following: 


Contract income recognition difference $XXXXX 
Differences in depreciation methods XXXXX 
Other differences XXXXX 
Net timing difference $XXXXX 


(Note: The two items marked (A) should be equal.) 


Sample Footnote Disclosing 

Corporate Distribution Policies 

The company computes its income for financial statements purposes 
on the percentage of completion method, and for tax purposes on 
the completed contract method. Since the company has elected to 
be taxed as an S-Corporation, it does not generally pay tax but passes 
through the taxable-income to its shareholders. During the year 
ended December 31, 19XX, the company made cash distributions 
from earnings to its shareholders of $XXX. Subsequent to year end 
the company distributed $XXX. Management intends to distribute an 
additional $XXX at some future time based on the earnings of 
19XX. 
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APPENDIX 5 


Sample Contractor Questionnaire for a Surety 
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APPENDIX 5 
SAMPLE CONTRACTOR QUESTIONNAIRE FOR À SURETY 


1. Name of Firm 
2. Address: 3. Fiscal Yr End 
(city) (state) (zip) 
4, Phone: Lo] 5. Contracting Specialty: 
8. Contact Person: 7. Title: 
8. Year Business Started: 9. Type of Business: D Corp. 0 Part. D Prop. D Sub S. Corp. 
10. State of Incorporation: 11. Area of Operation: 
12. List the corporate officers, partners or proprietors of your firm: 
Yr of Percent 
Name Birth Position Owned Name of Spouse 

A. 
В, Lec ————— ——Ü EE AUCI 
C. 
D. 
E. 
13. Will the above individuals and spouses personally indemnify Surety? D Yes D No 

If no, explain: 
14. Is there a buy/sell agresment among the owners of the business? D Yes D No 
15. is this agreement funded by life insurance? O Yes О No 16. Corporate Indemnity? O Yes O No 


17. Cross/Corp Indemnity? D Yes D No 


18. How many poople does your firm employ? 19. How many work crews? 


20. Has your firm or any of its principale ever petitloned for bankruptcy, failed in business or defaulted so as to cause а 
loss to а Surety? t) Yes D No 
If yes, please explain: 


21. is your firm or any of its owners or officers currently involved in any litigation? 
D Yes О No. If yes, explain: 


22. What percentage of the firm's work is normally for: 
Government Agencies — % Private Owners 96 
23. What percentage of the firm's work Is normally subcontracted: % 


24. Are bonds required of subs? D Yes O No 


25. What trades do you normally subcontract? 


26. What is largest amount of uncompleted work on hand at one time In the past? 
Amount: $ Year: m 
27. What is the largest job you expect to do during the next year? $ 
28, What is the largest uncompleted work program expected during the next year? $ 
29, What is your expected annual volume next year? $ 
30. What trades do you normally undertake with your own forces? 
31. SIC CODE: 

32. Do you lease equipment? O Yes © No Type of lease? 
34. What are the terma of the lease? 
35. Name of your CPA: 

Address: 

Phone: Contact Person: 
36. On what basis are taxes paid? O Cash О Completed Job D Accrual O % of Completion 
37. On what basis are financial statements prepared? 

O Cash O Completed Job © Accrual O 96 of Completion 

38. On what level of assurance are financial statements prepared? О CPA Audit O Review О Compilation 
39. How often are financial statements prepared? D Annually © Semi-annually D Quarterly © Monthly 
40. Do you have a full time accountant on staff? O Yes D No 41. Yrs. experience: 
42. Are job cost records kept? (C Yes D No 

43. How often reviewed? 44. How often updated? 

45. Do they show Job detall? O Yes D No 46. Frequency? 
47, Name of your bank: 

Address: 

Phone: Contact Person: 
48. Amount of line of credit: $ 49. Expiration date: 50, What is interest rate? % 

51. UCC Filing? 0 Yes D No 52. How 16 credit secured? 
93. ls you firm union? O Yes C No 54. What is firm's Dun & Bradstreet Number? 

55. D & B Rating: 58. Pay Record: 57. Date of Rating: 
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58, Previous Bonding Companies: 


Name 


Reason for Leaving 


59 List five of your largest contracta: 


Contract Price 


Design Professional: 


Design Professional: 


Design Professional: 


Design Professional: 


Design Professional: 


60. List five of your major suppliers: 


Name 


Address 


Gross Profit 


Telephone 


Completion Date 


Bonded? D Yes О No 


Bonded? D Yes D No 


Bonded? O Yes D No 


Bonded? D Yes D No 


Bonded? D Yes D No 


Contact 


B. Name: 


Address; Telephone: 
Contact: Job: 
с. Мате: - 
Address; ee leélephone |. 
Contact: Job: o 
D. Name: 
Address: Telephone: 
Contact: Job: 
E. Мате: 
Address: Telephone: __  ^— 
Contact: Job: 
62. List three Architects you have done business with: 
A. Name: 
Address: Telephone: 
Contact: Job: 
В. Name: 
Address: Telephone: 
Contact: Job: 
С. Name: 
Address: Telephone: 
Contact: Job: 
63, Ив key personnel, foremen or supervisors. 
Name Position Yr, of Birth Yrs. Experience Previous Employer 
A 
Bio. o {с=т э ыы ыз i e t es ЕМЕ Коен КЕЖЕ. 
|o MEER EU 2 NE Pu RN NE E UE ЗР 
0. tnt ——M a —M наннан APE VERS Loue 
E. еа TEER ССТ 
64. List any life Insurance in effect on key personnel: 
Name Beneficiary Amount Cash Value 
А. $ $ TEN 
Insurance Company: 
B. $ 


Insurance Company: 


pan o: 
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Carrier 


Type Business 


с. $ 
Insurance Company: 
65. List other insurance coverage currently In effect: 
BI PD 
A. General Liability $ $ 
B. Auto Liability $ -- $ 
C. Umbrella $ $ 
D. Owner's Protection $ $ 
66. List any subsidiaries and affillates of the contracting firm: 
Firm Name Ownership 
A. 
B. 
с. 
0. жс а 
E. 
REMARKS: 


Completed by: 
Title: 


| 


Expiration Date 


NANDA Code 


Dato: 
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APPENDIX 6 Sample Contractor Bonding Analysis 


Responses from Bonding Companies to SMACNA's questions: 
* What does a bonding company look for in a contractor? 


* How does the contractor prepare a statement for a 
bonding company? 
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Merchants Bonding Company 


WW, Warner 
Chairman of the Board 


July 24, 1991 


Terence J, Rainey, Director 

Management/Education Services 

Sheet Metal and Air Conditioning Contractors! 
National Association; Inc. 

4201 Lafayette Center Drive 

Chantilly, Virginia 22021-1209 


Dear Mr. Rainey: 


This is in response to your July 22 letter regarding surety 
company underwriting. 1 am going to be quite brief in my 
comments, 


Basically, a surety company looks at character, capacity and 
capital. The reference to character is obvious. However, by 
capacity we want to be certain that our contractor has had 
experience in the type of work he wants to perform. 


By capital we are referring to the contractor having sufficient 
assets to handle the project. Here there can be considerable 
variance due to the type of construction. The financial statement 
itself should be prepared by a CPA. 


I hope these comments will be helpful to you. 


Very truly yours, 
Фе» 
W. W. Warner 
WWW:ed 


2100 Grand Avenue 
Des Moines, lowa 50312 
315-243-8171 
1-800-678-8171 


FEDERATED 


LUE 
7 34NCZ DAVID $. MUSSMAN, Special Project Coordinator, Н.О, Marketing 
vied = 121 East Park Square « Owatonna, MN 55060 
Phone: (507) 455-5200 «АШ states: 800-533-0472 


August 26, 1991 


Terrance J. Rainey 

Director of Management Education Services 

Sheet Metal and Air Conditioning Contractor's National Assn. Inc. 
4201 Lafayette Center Drive 

Chantilly УА 22021-1209 


Dear Mr. Rainey: 


You asked for our comments on two questions regarding surety 
bonding. 


They are: 
What does a bonding company look for in a contractor? 


Generally a surety will be interested in all facets of the 
construction company. These include: 


1. Technical and organizational qualifications of the 
firm. 


À. Organizational experience - when the business 
was started and how it has progressed and 
grown along with management changes 

B. The experience of the key management people 


C. What types and sizes of jobs the firm has 
worked on in the past 


D. The firm's equipment and facilities 


E. The skill of the personnel of the firm and 
the reputation in the business 


FEDERATED MUTUAL INSURANCE four ANY e FEDERATED LIFE INSURANCE COMPANY © FEDERATED SERVICE INSURANCE COMPANY 
HOME OFFICE: OWATONNA, MINNESOTA e 


ол 


Management skills 


А, 


B. 


The accounting controls the firm has in 
place 4 


Form and continuity of ownership of the 
business 


Any related entities the firm has a financial 
interest in or owns 


The firm's insurance programs 
The firm's involvement in any litigation 


The current surety and any other surety the 
firm has used in the recent past 


Financial soundness (capital) 


The type of records kept and how often they 
are reviewed by management 


The firm's accounting methods 


How often management evaluates the financial 
information of the firm 


How does the contractor prepare a statement for a bonding 


company? 


One of the most important items is a quality financial 
Statement prepared by а construction oriented CPA using 
general accepted accounting principles, including notes and 
Showing projects in progress. The better the quality of the 
statement, the more consideration it will receive. 


In the surety market, adequate net worth and working capital 
are very important factors. 


There may be more information required on an individual basis. 


Thank you for the opportunity to respond. 


Sincerely, 


CD at 


Dave Mussman 


Special Projects Coordinator 


cs 
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The 


Stewart R. Duke 
5 Vice President 
' 
Companies 
1890 - 1990 
Commitment, Stability & Vislon 


August 8, 1991 


Mr. Terence J. Rainey, Director 
Management/Education Services 
SMACNA 

P.O. Box 221230 

Chantilly, Virginia 22022-1230 


Dear Mr. Rainey: 


I have your letter of July 22, 1991, and rather than respond as an 
individual company I suggest that you get in touch with the National 
Association of Surety Bond Producers at the below listed address to answer 
your inquiry. 


6931 Arlington Road 
Suite 308 
Bethesda, Maryland 20814 


We appreciate your considering the F&D. 


ови n У 


SRD/baw 


Fidelity and Deposit Company of Maryland, Post Office Box 1227, Baltimore, Maryland 21203, 3019 528-4616 
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CORROON & BLACK 


of Western Michigan, Inc. 


August 12, 1991 


SMACNA 
P.O. Box 220230 
Chantilly, VA 22022-1230 


Attn: Terence J. Rainey 
Director Management/Education Services 


Dear Sir: 


I have your letter of July 22, 1991 regarding the Sheet Metal and Air 
Conditioning National Association. You have indicated that in a bonding 
manual, which you have prepared for SMACNA, you are going to include a 
section as regards Surety and what a Surety company looks for in a 
contractor, 


It has been our experience that the following things are necessary when a 
contractor applies to a bonding company for Surety credit: 


1. The three C's that you refer to in your outline are the backbone 
of any construction company as to capability and ability to 
secure Surety credit, Along with those three C's certainly 
experience, expertise of the people involved and the depth of 
the people involved in the company is very important. The 
Surety company wants to know that the people know what they are 
doing, that they have the experience in doing it, and that they 
have enough people to finish any job in any eventuality. 


2. When a contractor is preparing his financial statement his 
number 1 concern should be with the fact that his accountant, 
preferably a С.Р.А. understands the construction business. 

There are many ways to present financial statements depending 
upon the type of business you ча are in. Construction is 
somewhat different in the way the business is controlled as to 
work-in-process, cost containment, and the ability to secure the 
best profits available. 


3. The C.P.A. should use one of the preferred construction 
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accounting methods but normally, іп the case of a sophisticated 
contractor the percentage of completion format would be 
utilized. This would be true of both the balance sheet as well 
as the tax reporting. 


Finally, the more information that a Surety company can get from a 
contractor, demonstrating that he has the wherewithal and the knovledge 
to do the things he wants to do, the easier it is for that bonding 
company to underwrite the entire situation and make its decision on 
creditable information, Knowing what is needed to get what you want, and 
proving that you have it is the key to securing Surety credit, 


Very truly yours, 
Eu 


William P. Carey 
Sr. Vice President 
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August 6, 1991 


Mr. Terence J. Rainey 

Director 

Management/Education Services 
SMACNA 

Р.О. Box 221230 

Chantilly, Virginia 22022-1230 


Dear Terence, 


In response to yours of July 22, please find enclosed our 
answers to the two questions posed. If we can be of further 
assistance, please let me know. 


Sincerely, 


ГАА 


Michael W. Vann 
Assistant Vice President 


MWV:jeb 


Enclosure 


The primary ingredients that a bonding company looks for in a 
contractor are honesty, integrity, and character, Without 
these traits present, the surety is playing a game it cannot 
win. The surety also looks for individuals who are dedicated 
to their profession, willing to work long hours, and 
committed to staying abreast of changing industry technology, 
The bonding company will check to determine that the 
contractor has a reputation for quality performance. The 
evidence of careful planning for the business, review of 
those plans, and revisions for improvement are important to 
the surety. Finally, open and honest disclosures of both the 
good and bad are looked for by the bonding company. 


The bonding company also selects a contractor with sufficient 
financial resources to support the amount of surety credit 
desired. In simple terms, the bonding company prefers to see 
lots of cash and little debt. More realistically, a 
combination of: ample liquidity, available bank credit, 
reasonable real estate (office)/equipment holdings, and 
manageable debt levels. Speculative investments are frowned 
upon. It is important for the contractor to retain earnings 
(as much as reasonably possible) from year-to-year. Many 
bonding companies rely heavily upon ratio analysis. It is 
common to have target ratios of net quick and net worth to 
work program (backlog). For example, 5% net quick-to-program 
and 10% net worth-to-program. 


The contractor should engage a CPA to prepare their financial 
statement. It may be best to seek out an accountant with 
experience preparing statements for contractors. Due to the 
specialty nature of the construction business, certain unique 
accounts (ex.; costs in excess of billings and billings in 
excess of costs) require specialized handling. An important 
part of the statement is a schedule of work-in-process. This 
schedule is obviously of extreme importance’ to the surety 
(and the contractor). An audited statement at the fiscal- 
year end is preferred by the bonding company. 


In addition to the CPA prepared statement, the contractor 
should be able to prepare internally interim statements for 
the bonding company. In most companies, this would be the 
responsibility of the internal accountant/controller/treas- 
urer. These statements must be prepared on a consistent 


basis with CPA statements including accurate work-in-process 
schedules. 
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